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LETTER  OF  TRANSMITTAL 

Congress  of  the  United  States, 
Joint  Committee  on  Internal  Revenue  Taxation, 

Washington,  D.O.,  December  16,  1972. 
Hon.  Russell  B.  Long,  Chairman,  and 
Hon.  Wilbur  D.  Mills,  Vice  Ghairman, 
Joint  Committee  on  Internal  Revenue  Taxation, 
U.S.  Congress,  Washington,  B.C. 

Dear  Messrs.  Chairmen  :  Following  the  enactment  of  the  Tax  Re- 
form Act  of  1969,  the  Joint  Committee  staff  prepared,  and  made  avail- 
able to  the  public,  a  general  explanation  of  that  act.  As  was  noted  at 
that  time,  while  committee  reports  explain  the  position  of  the  House 
Committee  on  Ways  and  Means  and  the  position  of  the  Senate  Com- 
mittee on  Finance,  these  positions  do  not  in  all  cases  correspond  with 
the  position  taken  by  Congress  in  the  legislation  as  finally  enacted. 
The  general  explanation  prepared  by  the  staff  on  the  1969  act  was  de- 
signed to  fill  that  gap,  and  interest  in  the  explanation  suggested  that 
it  was  to  some  degree  successful  in  reaching  that  objective.  The  gen- 
eral explanation  which  follows  attempts  to  provide  the  same  type  of 
information  with  respect  to  the  Revenue  Act  of  1971. 

This  document,  therefore,  represents  the  effort  of  the  staff  of  the  Joint 
Committee  on  Internal  Revenue  Taxation  to  provide  an  explanation 
of  the  Revenue  Act  of  1971  as  finally  enacted.  It  is  an  attempt  by  the 
staff  to  write  the  equivalent  of  what  it  believes  would  be  the  type  of 
explanation  which  might  have  been  prepared  with  respect  to  the  legis- 
lation as  finally  enacted  if  the  legislative  process  called  for  such  an 
explanation.  For  the  most  part,  where  provisions  which  were  un- 
changed in  conference  were  described  in  either  the  House  or  Senate 
report,  this  explanation  is  carried  over  in  this  document.  No  attempt 
is  made  here,  however,  to  carry  the  explanation  further  than  is  cus- 
tomary in  the  case  of  committee  reports  to  deal  with  issues  which, 
under  the  regular  procedures,  are  explained  in  regulations  or  rulings. 

This  document  is  presented  in  much  the  same  manner  as  a  committee 
report.  The  first  section  in  the  document  is  a  brief  summary  of  the 
various  provisions ;  the  second  part  presents  the  reasons  for  the  legis- 
lation ;  the  third  part,  the  revenue  estimates  on  the  legislation  as  finally 
enacted ;  and,  finally,  the  fourth  part  is  a  general  explanation  of  the 
provisions  appearing  in  the  order  in  which  they  appear  in  the 
public  law. 

This  material  has  basically  been  prepared  by  the  staff  of  the  Joint 
Committee  on  Internal  Revenue  Taxation,  but  we  wish  to  thank  the 
Tax  Legislative  Counsel's  office,  the  International  Tax  Counsel's  office, 
and  the  Office  of  Tax  Analysis  of  the  Treasury  Department  for  re- 
viewing the  material  prior  to  its  publication  and  giving  us  its  com- 
ments on  the  various  sections.  The  Joint  Committee  staff,  of  course, 
assumes  full  responsibility  for  the  contents  of  this  document.  It  is 
hoped  that  this  document  will  be  useful  as  source  material  on  the  Reve- 
nue Act  of  1971. 

Sincerely  yours, 

Laurence  N.  Woodworth, 

Chief  of  Staff. 
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I.  SUMMARY 

The  Eevenue  Act  of  1971  was  designed  to  provide  a  balanced  pro- 
gram of  tax  reductions  for  individuals  and  tax  incentives  for  business. 
The  purpose  of  the  Act  was  to — 

•  put  the  then  lagging  economy  on  the  high  growth  path. 

•  increase  the  number  of  jobs  and  diminish  the  high  unemploy- 
ment rate. 

•  relieve  the  hardships  imposed  by  inflation  on  those  with  mod- 
est incomes. 

•  provide  a  rational  system  of  tax  incentives  to  aid  in  the  mod- 
ernization of  our  productive  facilities. 

•  increase  our  exports  and  improve  our  balance  of  payments. 
It  was  expected  that  this  Act  would  attain  the  objectives  set  forth 

above  by  working  in  cooperation  with  other  governmental  a^itions,  in- 
cluding the  price  control  program  and  other  actions  taken  to  improve 
our  balance  of  payments  and  strengthen  the  dollar  abroad. 

The  Act  is  expected  to  reduce  prior  law  tax  liabilities  by  about 
^1.7  billion  in  the  calendar  year  1971,  $8.0  billion  in  1972,  and  $6.1 
billion  in  1973. 

The  principal  actions  provided  by  this  Act  to  aid  in  the  attainment 
of  the  ob j  ectives  set  forth  above  are : 

1.  A  7-percent  job  development  investment  credit  was  provided. 
The  credit  generally  became  effective  on  August  15  (although  also 
effective  with  respect  to  earlier  deliveries  where  orders  were  placed 
after  the  end  of  March).  At  the  same  time,  however,  the  liberal  de- 
preciation system  (Asset  Depreciation  Eange)  provided  by  adminis- 
trative action  in  January  of  this  year  was  modified  somewhat  to  re- 
move an  element  providing  additional  depreciation  for  assets  in  the 
first  year  of  their  use  (referred  to  as  the  "first-year  convention"). 
The  investment  credit  was  expected  to  make  from  $1.5  billion  in  1971  to 
$3.9  billion  in  1973i  available  to  businesses  which  expand  and  modern- 
ize their  equipment  and  facilities.  The  modification  in  the  deprecia- 
tion system  (ADK.)  offsets  the  initial  revenue  impact  of  the  invest- 
ment credit  by  forestalling  tax  reductions  which  would  otherwise 
occur  as  a  result  of  administrative  action.  These  reductions  which 
were  forestalled  would  have  amounted  to  $2.1  billion  in  1971,  decreas- 
ing over  later  years  to  $1.7  billion  in  1972  and  $1.5  billion  in  1973. 

2.  Significant  individual  income  tax  reductions  were  provided  for 
those  who  were  hardest  hit  by  inflation  and  where  the  greatest  impact 
on  increased  consumer  spending  could  be  anticipated.  Under  the  Act 
these  reductions  began  in  1971.  For  1971  the  Act  increased  personal  ex- 
emptions from  $650  to  $700  effective  for  one-half  the  year  ($675  for 
the  entire  year).  In  addition,  the  minimum  standard  deduction  was 
modified  to  provide  additional  relief  in  the  lower  income  tax  brackets 
in  1971.  These  changes  provided  an  immediate  tax  reduction  for 
1971  of  $1.4  billion.  For  1972  and  subsequent  years,  the  Act  further 
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increased  all  personal  esemptions  to  $750.  Also  the  minimum  stand- 
ard deduction,  or  low-income  allowance,  was  increased  from  $1,000  to 
$1,300,  and  the  percentage  standard  deduction  was  further  increased 
to  15  percent  (already  scheduled  to  go  to  14  percent  with  a  $2,000  ceil- 
ing in  1972). 

This  latter  action  gave  assurance  that  the  individual  income  tax 
would  not  be  imposed  below  the  poverty  level.  These  individual  income 
tax  reductions  for  1972  are  expected  to  amount  to  approximately  $3.2 
billion.  This  is  in  addition  to  a  reduction  of  $2.7  billion  (compared  to 
1971  tax  levels)  which  occurs  automatically  in  1972  as  a  result  of  the 
Tax  Reform  Act  of  1969. 

In  addition,  single  individuals  and  working  couples  who  support 
a  child  under  the  age  of  15  or  disabled  dependents  or  a  disabled  spouse 
in  the  household  are,  subject  to  certain  limitations,  granted  a  special 
deduction  of  up  to  $400  a  month  for  expenses  for  child  care  and 
domestic  help  which  are  incurred  to  permit  them  to  be  gainfully 
employed. 

3.  The  7-percent  manufacturers  excise  tax  on  passenger  automobiles 
was  repealed  effective  the  day  after  the  date  of  enactment  of  the  Act, 
that  is,  December  11,  1971.  For  those  taxes  paid  for  the  period  back 
to  August  15,  1971,  consumer  refunds  or  floor  stocks  refunds  were 
provided.  In  addition,  the  Act  also  repealed  the  10-percent  excise  tax 
on  light-duty  trucks  (those  weighing  10,000  pounds  or  less  gross  ve- 
hicle weight)  with  consumer  refunds  or  floor  stocks  refunds  for  the 
period  after  September  22,  1971.  These  light  trucks,  to  a  substantial 
degree,  are  used  as  a  means  of  personal  transportation.  These  tax  cuts 
were  expected  to  reduce  tax  liabilities  by  approximately  $0.9  billion 
in  the  calendar  year  1971,  $2.6  billion  in  1972,  and  $2.3  billion  in  1973. 

4.  Tax  deferral  was  provided  for  export  income  of  domestic  inter- 
national sales  corporations  (DISC's)  effective  with  the  calendar  year 
1972.  In  general,  the  Act  allows  deferral  for  one-half  of  the  DISC's 
income.  Under  this  provision,  reductions  in  tax  liabilities  of  some- 
thing like  $100  million  are  expected  for  1972  and  $170  million  for 
1973. 

5.  Tlie  Act  made  a  series  of  structural  improvements  in  the  tax  law, 
including  some  which  are  clarifications  of  prior  law.  These  f>rovisions 
relate  to  : 

(a)  a  limitation  in  certain  cases  on  the  standard  deduction  of 
individuals  receiving  certain  unearned  income, 

(b)  a  limitation  on  carryovers  of  unused  credits  and  capital 
losses  in  the  case  of  certain  changes  in  ownership, 

(c)  amortization  of  expenditures  for  on-the-job  training  and 
for  child  care  centers, 

(d)  a  revision  in  the  definition  of  a  net  lease, 

(e)  a  modification  in  the  application  of  the  farm  loss  provision 
in  the  case  of  subchapter  S  corporations, 

(f)  a  modification  in  the  case  of  capital  gain  distributions  of 
accumulation  trusts, 

(g)  a  provision  that  income  from  the  Virgin  Islands  may  not 
in  certain  cases  be  treated  as  Western  Hemisphere  Trade  Cor- 
poration income, 

(h)  a  clarification  of  the  application  of  the  minimum  tax  to 
foreign  capital  gains  on  which  little  or  no  foreign  tax  is  im- 
posed, 


(i)  a  clarification  of  the  right  of  taxpayers  to  bring  cases  into 
courts  under  tax  treaty  provisions, 

(j)  a  broadening  of  the  nondeductibility  of  illegal  bribes  and 
kickbacks  (and  other  illegal  payments) , 

(k)  a  clarification  and  perfection  of  the  provision  added  by  the 
1969  Tax  Reform  Act  relating  to  activities  not  engaged  in  for 
profit  (primarily  farming  activities), 

(1)  a  revision  of  the  treatment  of  dividends  paid  in  property 
(other  than  monej?)  to  foreign  corporations, 

(m)  a  clarification  and  perfection  of  the  original  issue  discount 
provision  in  its  application  to  foreign  persons, 

(n)  treating  as  domestic  income  or  loss  the  income  or  loss 
involved  in  the  case  of  aircraft  and  shipping  leases  of  financial 
institutions  even  though  the  leases  may  involve  ships  or  aircraft 
used  abroad, 

(o)  an  exemption  in  certain  cases  from  the  industrial  develop- 
ment bond  rule  which  provides  that  these  bonds  are  not  obligations 
the  interest  on  which  is  excluded  from  tax  (i.e.,  the  exemption  for 
small  issues  and  the  exemption  for  facilities  for  furnishing  water) , 
and 

(p)  imposition  of  a  criminal  penalty  in  certain  cases  where 
there  is  a  disclosure  of  information  by  preparers  of  income  tax 
returns. 

6.  The  Act  provided  a  special  tax  credit  for  employing  welfare 
recipients  and  made  a  number  of  improvements  in  the  existing  "Work 
Incentive  Program  (WIN)  for  welfare  recipients.  The  tax  credit  pro- 
vided equals  20  percent  of  the  wages  paid  to  the  employed  welfare 
recipients  in  their  12  months  of  employment  (but  would  be  recap- 
tured if  the  employment  does  not  last  at  least  24  months). 

7.  The  Act  provided  tax  incentives  for  contributions  to  candidates 
for  public  of!ice  by  allowing  an  individual  a  credit  against  his  income 
tax  for  one-half  of  the  political  contributions  made  during  a  taxable 
year  (with  a  maximum  credit  of  $25  in  the  case  of  a  joint  return  and 
$12.50  in  the  case  of  the  return  of  a  single  person  or  a  married  person 
filing  separately).  In  lieu  of  this  credit,  the  Act  also  allowed  a  tax- 
payer to  deduct  from  his  adjusted  gross  income  the  amount  of  political 
contributions  made  during  the  taxable  year  (up  to  $100  in  the  case  of  a 
joint  return  or  $50  in  the  case  of  the  return  of  a  single  person  or  a  mar- 
ried person  filing  separately) . 

8.  The  Act  also  provided  public  financing  as  an  alternative  way  of 
financing  the  general  election  campaigns  of  presidential  and  vice-presi- 
dential candidates.  The  public  financing  is  provided  by  a  "check-off" 
or  designation  system  in  which  an  individual  can  designate  that  $1  oi 
his  tax  liability  be  set  aside  in  a  special  account  in  the  Presidential 
Election  Campaign  Fund  for  the  candidates  of  the  political  party 
specified  by  the  taxpayer,  or,  alternatively,  set  aside  in  a  nonpartisan 
general  account  in  the  Fund.  (In  the  case  of  a  joint  return  with  a 
taxable  income  of  $2  or  more,  each  spouse  may  designate  $1  of  the 
liability  for  this  purpose.)  The  amounts  are  made  available  to  the 
candidates  based  on  specified  formulas  and  must  be  appropriated  by 
the  Cong-ress  through  the  normal  appropriation  process  in  order  to  be 
paid.  This  provision  takes  effect  on  January  1, 1973,  that  is,  the  check- 
off system  will  apply  to  tax  returns  filed  for  the  calendar  year  1972 
and  subsequent  taxable  years;  however,  the  first  election  to  which  the 
provision  wiU  apply  will  be  the  1976  presidential  election. 


II.  REASONS  FOR  THE  ACT 

The  Congress  adopted  the  1971  Revenue  Act  because  the  perform- 
ance of  the  economy  had  been  unsatisfactory.  The  growth  of  our  gross 
national  product  was  small,  unemployment  was  too  high,  and  capital 
goods  expenditures  were  hardly  growing  at  all.  Despite  these  factors, 
which  would  visually  point  toward  deflation,  the  economy  was  unable 
to  shake  the  persistent  inflationary  trend  of  prices.  All  this  was  com- 
pounded by  our  serious  adverse  balance  of  trade  and  the  accompanying 
crisis  in  the  position  of  the  dollar  abroad. 

In  1971 — after  adjustment  for  price  increases — the  economy  grew  at 
a  real  rate  of  only  about  3  percent.  A  major — but  not  the  only — factor 
contributing  to  this  inadequate  rate  of  growth  was  an  abnormally 
low  rate  of  capital  spending.  The  latest  survey  (available  before  the 
adoption  of  the  Act  indicated  an  increase  of  only  slightly  more  than 
2  percent  in  plant  and  equipment  spending  in  1971.  In  real  terms,  after 
adjustment  for  inflation,  this  actually  represented  a  decline  from  1970. 
(The  survey  further  showed  that  in  the  first  half  of  1972,  plant  and 
equipment  spending  was  expected  to  rise  61/^  percent  above  the  second 
half  of  1971.  However,  this  projected  increase  appeared  to  anticipate 
the  stimulating  effect  of  the  investment  credit  and  other  changes 
provided  by  the  1971  Revenue  Act.) 

Unemplojrment  levels  also  remained  too  high.  The  unemployment 
rate  averaged  5.9  percent  for  1971,  substantially  above  the  3.5  percent 
rate  for  1969  and  the  4.9  percent  rate  for  1970.  The  unemployment 
rate  reached  6.2  percent  in  May  1971  and,  after  a  modest  decline  in 
June,  started  to  rise  again  in  July.  It  again  went  over  the  6-percent 
level  in  August  and  stood  at  6  percent  in  September.  In  October,  the 
rate  of  unemployment  again  declined  to  the  July  level  of  5.8  percent, 
but  in  November  it  rose  to  6  percent  and  in  December  to  6.1  percent. 
Accordingly,  the  unemployment  rate  showed  no  consistent  inclination 
to  return  to  the  4-percent  level  which  represents  the  generally  ac- 
cepted full  employment  rate.  Concern  over  unemployment,  in  turn, 
paused  individuals  to  be  more  conservative  in  their  spending,  send- 
ing the  consumer  savings  rate  to  the  very  high  level  of  8.2  percent  in 
the  second  quarter  of  1971  and  7.7  percent  in  the  third  quarter.  This, 
interacting  with  low  capital  expenditures  by  business,  contributed  to 
the  high  unemployment  rate. 

Despite  the  unsatisfactory  levels  of  emplojrment  and  production 
existing  in  1971,  prices  continue  to  rise  sharply  prior  to  the  adoption 
of  the  wage-price  freeze.  Almost  two-thirds  of  the  increase  in  the 
gross  national  product  in  1971  was  attributable  to  price  increases.  In 
the  12-month  period  ending  in  August  of  1971,  the  consumers  price 
index  rose  4.5  percent  and  the  wholesale  price  index  4  percent.  There 
were  signs,  however,  that  the  wage-price  controls  had  a  beneficial 
impact  in  dampening  inflation.  In  the  3  months  ending  on  November 
30,  the  consumers  price  index  increased  0.4  percent  on  a  seasonally 
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adjusted  basis.  In  the  same  3-month  period,  the  wholesale  price  index 
on  a  seasonally  adjusted  basis  declined  more  than  0.3  percent. 

Our  balance-of-payments  position  also  deteriorated  badly.  In  the 
second  quarter  of  1971,  our  balance-of-payments  deficit  ran  at  an 
annual  rate  of  about  $23  billion  on  a  net  liquidity  basis  and  at  an  annual 
rate  of  about  $20  billion  on  an  official  reserve  transactions  basis.  In 
the  third  quarter  of  1971,  the  balance-of-payments  deficit  increased  to 
an  annual  rate  of  $37  billion  on  a  net  liquidity  basis  and  $48.5  billion 
on  an  official  reserve  transactions  basis. 

We  no  longer  have  a  trade  surplus  on  goods  and  services.  Instead 
of  surpluses  ranging  from  $7.1  billion  in  1965,  $2  billion  in  1969  and 
$3.6  billion  in  1970,  the  surplus  ran  at  an  annual  rate  of  only  $104 
million  in  the  second  quarter  of  1971  and  declined  further  to  a  $24 
million  deficit  at  an  annual  rate  in  the  third  quarter  of  1971.  This 
culminated  in  the  dollar  crisis  in  August,  when  the  United  States 
terminated  the  convertibility  of  dollars  into  gold.  These  difficulties  in 
our  balance  of  payments  are,  of  course,  a  result  of  a  number  of  complex 
factors  including  inflation  at  home  and  discriminatory  trade  practices 
abroad.  But  they  are  also  a  result  of  the  fact  that  our  tax  policies  did 
not  adequately  encourage  investment  in  more  modern  and  efficient 
machinery  which  would  enable  our  businessmen  to  compete  more  effec- 
tively in  foreign  markets. 

In  designing  a  tax  program  to  ameliorate  these  serious  economic 
problems,  the  Congress  was  guided  by  certain  broad  considerations.  It 
sought  a  balancedprogram  to  provide  fair  relief  to  both  individuals 
and  business.  In  this  the  Congress  was  guided  not  only  by  the  need 
to  adopt  a  proposal  which  is  fair,  but  also  b^  the  fact  that  the  restora- 
tion of  sound  and  vigorous  economic  conditions  required  the  stimula- 
tion of  both  consumption  bjr  individuals  and  investment  by  business. 

In  view  of  the  economic  situation,  the  Congress  concluded  that  the 
tax  reductions  and  incentives  should  begin  to  take  effect  as  soon  as 
possible.  These  reductions  were  designed  to  be  large  enough  to  stimu- 
late the  econom3^  and  yet  not  be  so  large  as  to  create  a  new  wave  of 
inflationary  pressure.  In  other  words,  tlie  Congress  provided  the  level 
and  type  of  tax  reductions  included  in  this  revenue  act  in  the  belief  that 
they  would  be  sufficient  to  increase  the  Nation's  output  and  provide 
additional  jobs,  yet  not  add  to  inflation.  As  output  increases  and  the 
.  economy  moves  closer  to  desired  high-income  levels,  unit  costs  can 
be  expected  to  decline  and  productivity  increase.  Despite  this,  however, 
without  two  closely  related  developments,  it  is  doubtful  that  the 
Congress  would  have  been  able  to  construct  a  tax  reduction  bill  which 
did  not  have  a  serious  inflationary  impact.  First,  the  administration 
imposed  wage-price  controls.  Second,  the  administration  announced 
its  intention  to  cut  Federal  expenditures  for  fiscal  year  1972  by  $4.6 
to  $5  billion  below  previously  planned  levels.  Such  expenditure  con- 
trol is  an  essential  part  of  the  program  to  check  inflation. 

The  1971  Revenue  Act  provided  substantial  tax  reductions  to  in- 
dividuals and  substantial  tax  incentives  to  business  in  order  to  bolster 
the  economy.  The  tax  reductions  under  the  Act  are  estimated  at  $1.7 
billion  in  calendar  1971,  $8.0  billion  in  calendar  1972,  and  $6.1  billion 
in  calendar  1973.  When  combined  with  the  $2.7  billion  of  individual 
income  tax  reduction  automatically  scheduled  to  take  effect  in  calendar 
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year  1972  over  1971  under  tlie  provisions  of  the  1969  Tax  Reform 
Act,  the  tax  reduction  provided  in  calendar  1972  will  total  $10.7 
billion. 

Job  development  investment  credit  and  accelerated  depreciation 

In  view  of  the  fact  that  lagging  investment  in  macliinery  and  equip- 
ment is  one  of  the  principal  causes  of  present  depressed  economic 
conditions,  the  1971  Act  provided  a  job  development  credit  along  the 
lines  of  the  investment  credit  repealed  in  1969.  The  new  credit 
amounted  to  7  percent  of  eligible  property  (4  percent  for  public  utility 
property)  acquired  after  August  15, 1971. 

In  addition,  the  credit  was  extended  to  property  ordered  after 
March  31,  1971,  to  avoid  discriminating  against  those  who  took  action 
on  or  after  that  date  to  acquire  eligible  assets  on  the  basis  of  assurances 
as  to  the  availability  of  the  credit  made  by  the  Secretary  of  the  Treas- 
ury, after  consultation  with  the  ranking  members  of  the  congressional 
tax-writing  committees.  This  assurance  was  given  to  avoid  further 
deferment  of  investments  which  were  already  at  an  unduly  low  level. 

As  a  general  rule,  foreign  property  ordered  after  August  15,  1971 
(or  whose  construction  was  begun  after  that  date),  was  not  eligible 
for  the  investment  credit  during  the  period  when  the  10-percent  im- 
port surcharge  applied.  However,  the  President  terminated  the  import 
surcharge  eilective  after  December  19, 1971,  so  that  this  exclusion  from 
the  investment  credit  generally  applied  only  to  foreign  property 
ordered  (or  whose  construction  was  beg-un)  after  August  15, 1971,  and 
before  December  20,  1971. 

The  Act  gave  the  President  the  authority  to  continue  the  exclusion 
of  foreign  property  from  the  investment  credit  after  expiration  of  the 
10-percent  surcharge  if  he  determines  that  the  foreign  country  con- 
cerned makes  use  of  nontariff  trade  restrictions.  In  addition,  the  Presi- 
dent was  given  the  authority  to  allow  the  investment  credit  to  be  ex- 
tended to  foreign  property  retroactively  to  any  date  after  August  15, 
1971,  where  he  determined  this  to  be  in  the  public  interest. 

The  new  credit  is  expected  to  bolster  the  economy  and  create  addi- 
tional jobs  by  encouraging  expenditures  on  machinery  and  equipment 
which  were  sasrging-  badly  in  1971.  In  this  connection,  attention  is 
called  to  the  following-  chart  which  shows  the  close  correlation  between 
machinery  orders  and  availability  of  the  investment  credit. 

IMToreoA^er,  over  the  long  run,  the  job  development  credit  is  expected 
to  be  of  material  assistance  in  combating  inflation.  An  increased 
flow  of  goods  into  the  market  is  the  best  long-run  assurance  we  can 
have  of  keeping  prices  down. 

Finally,  by  making  our  productive  facilities  more  efficient  the  new 
credit  will  help  our  exporters  to  compete  for  foreign  markets  and  im- 
prove our  balance  of  payments. 

The  Congress  also  reexamined  the  system  of  depreciation  intro- 
duced by  the  Treasurv  Department  by  administrative  action  in  1971 — 
The  Asset  Depreciation  Eange  System  (ADR) — in  light  of  the  pro- 
vision adopting  the  job  development  credit.  It  concluded  that  the  com- 
bined stimulative  effect  of  these  two  measures  was  too  great.  As  a  re- 
sult, the  Act  removed  the  first-year  convention  under  ADR  which,  in 
effect,  treated  all  property  placed  in  service  during  a  year  the  same  as 
if  it  were  placed  in  service  on  the  first  day  of  the  second  quarter  of  the 
year  for  depreciation  purposes.  This  action,  in  effect,  restored  the 


prior  convention  under  which  property,  in  effect,  was  considered 
placed  in  service  at  the  middle  of  the  year  for  purposes  of  depreciation. 
The  combined  effect  of  this  change  and  the  adoption  of  the  job  de- 
velopment credit  w^as  to  increase  business  taxes  by  an  estimated  $600 
million  in  calendar  year  1971  and  to  decrease  business  taxes  by  an 
estimated  $1.9  billion  in  calendar  year  1972  and  $2.4  billion  in  calendar 
year  1973.  However,  since  the  tax  effect  of  withdrawing  the  three- 
quarter  year  rule  originally  provided  by  ADR,  becomes  substantially 
less  in  later  years,  business  firms  will  eventually  benefit  from  the  full 
amount  of  the  job  development  credit  with  only  a  modest  offset  for 
the  withdrawal  of  benefits  resulting  from  elimination  of  tlie  first-year 
convention  provided  by  ADR. 
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Tax  reduction  for  individual fi 

Individuals  receive  a  substantial  share  of  the  total  tax  benefits  pro- 
vided by  the  Act.  It  was  believed  that  this  is  desirable  because  of  the 
need  to  increase  consumption  and  to  aid  low-income  individuals  who 
have  been  severely  burdened  by  inflation. 

In  calendar  year  1972,  $3.2  billion  (or  40  percent)  of  the  total  tax 
reduction  provided  by  the  Act  will  accrue  to  individuals  through 
liberalization  of  exemptions  and  the  standard  deduction.  When  the 
tax  cuts  provided  by  the  Act  are  combined  with  the  automatic  tax  cuts 
already  scheduled  to  take  effect  in  1972,  individuals  will  receive  a  re- 
duction of  $5.9  billion  from  these  provisions,  or  55  percent  of  the  total. 

This  effect  is  secured  in  part  by  accelerating  the  effective  dates  of 
tax  relief  automaticall}^  scheduled  to  take  effect  under  the  provisions 
of  the  1969  Tax  Eef  orni  Act. 

In  view  of  the  depressed  economic  conditions  existing  at  the  time 
the  1971  Act  was  considered,  the  Congress  believed  it  was  desirable 
to  begin  the  tax  relief  to  individuals  as  early  as  possible  in  1971,  rather 
than  to  wait  until  1972.  Accordingly,  the  Act  speeded  up  the  effective 
dates  of  two  tax  relief  measures  of  the  1969  Act  to  make  them  effective 
in  calendar  year  1971.  First,  it  increased  the  exemption  level  from 
$650  to  $700  effective  July  1,  1971  (this,  in  effect,  moved  the  personal 
exemption  for  the  entire  year  of  1971  to  $675).  Second,  it  provided 
that  the  full  low-income  allowance  of  $1,050  was  to  be  available  in 

1971  without  reduction  of  the  allowance  where  income  exceeded  non- 
taxable levels.  This  was  achieved  by  eliminating  the  so-called  phase- 
out  provision  which  operated  to  reduce  the  low-income  allowance 
where  income  in  excess  of  specified  amounts  was  received.  This  was 
scheduled  for  elimination  in  1972  under  the  1969  Act  (but  with  a  drop 
in  the  low-income  allov/ance  to  $1.000) . 

For  1972,  the  Act  provided  three  changes  which  grant  substantial 
tax  relief  to  individuals.  First,  the  $750  personal  exemption  level, 
which  under  the  1969  Act  was  to  be  effective  on  January  1,  1973,  was 
made  effective  as  of  January  1,  1972.  Second,  the  percentage  standard 
deduction  was  increased  to  15  percent  of  adjusted  gross  income  with  a 
$2,000  ceiling  in  1972.  Under  the  1969  Act,  the  maximum  percentage 
standard  deduction  was  to  be  14  percent  of  adjusted  gross  income  in 

1972  and  was  not  to  reach  the  15-percent  rate  until  1973. 

A  third  change  effective  for  1972  increased  the  low-income  allow- 
ance from  the  $1,000  level  that  would  otherwise  have  applied  in  that 
year  to  $1,300.  This  change  in  the  low-income  allowance  represents 
a  liberalization  increasing  the  level  of  the  allowance  provided  by 
the  1969  Act.  This  change  recognized  that,  as  a  result  of  inflation,  the 
previous  level  of  the  low-income  allowance  was  not  sufficient  to  achieve 
its  purpose  of  preventing  hardship  for  low-income  people  living  at,  or 
near,  the  poverty  level. 

The  effect  of  the  increased  low-income  allowance  together  with  the 
higher  personal  exemption  was  to  remove  Federal  tax  liability  for 
individuals  and  families  living  below  the  poverty  level.  All  individual 
income  taxpayers  benefited  from  the  exemption  increases.  About  25 
million  tax  returns  also  benefited  from  the  increased  low-income  al- 
lowance and  the  combination  of  the  low-income  allowance  and  exemp- 
tion increases  made  2.8  million  tax  returns  nontaxable. 
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The  Act  also  allowed  single  individuals  and  working  couples  who 
support  a  child  under  the  age  of  15  or  disabled  dependents  or  disabled 
spouses  in  the  household  to  deduct  domestic  help  expenses  and  child 
care  expenses  incurred  in  order  to  permit  them  to  be  gainfully  em- 
ployed. Such  individuals  were  permitted  to  deduct  up  to  $400  a  month 
for  child  care  and  domestic  help  expenses  where  these  expenses  are 
incurred  in  the  home.  The  $400  deductible  amount  also  covers  child 
care  expenses  outside  of  the  home  up  to  $200  a  month  in  the  case  of  one 
child,  $300  a  month  for  the  care  of  two  children  and  $400  a  month  for 
the  care  of  three  or  more  children. 

In  the  case  of  married  couples,  this  deduction  is  available  only  where 
both  spouses  are  working  or  one  is  disabled.  For  single  people  and 
married  couples  with  combined  incomes  above  $18,000  the  deduction 
is  phased  out  by  50  cents  for  each  dollar  of  income  above  $18,000. 

For  wages  paid  after  January  15,  1972,  withholding  rates  were  ad- 
justed to  reflect  the  tax  reliefs  granted  to  individuals  under  the  1971 
Revenue  Act  and  to  prevent  approximately  $2  billion  of  underwith- 
holding  which  would  otherwise  result. 

Repeal  of  excise  tax  on  autos  and  small  trucks 

Consumers  were  given  additional  relief  and  further  stimulus  was  pro- 
vided for  pi'oduction  in  an  important  industry  by  repeal  of  the  7-per- 
cent manufacturers  tax  on  automobiles  effective  August  16,  1971.  In 
addition,  the  Act  repealed,  effective  September  23, 1971,  the  10-percent 
tax  on  small  trucks  with  a  gross  vehicle  weight  of  10,000  pounds  or  less 
and  the  taxes  on  trailers  and  semitrailers  of  10,000  pounds  or  less 
which  are  suitable  for  use  with  light-duty  trucks,  and  also  repealed 
the  taxes  on  containers  for  use  with  trucks  for  solid  waste  disposal 
and  on  urban  mass  transit  buses.  Provision  was  made  for  tax  refunds 
on  items  sold  on  or  after  the  effective  repeal  dates. 

The  Congress  anticipated  that  repeal  of  the  excise  tax  on  auto- 
mobiles would  do  much  to  directly  create  additional  jobs  and  stimulate 
consumer  spending.  Repeal  of  the  excise  tax  on  automobiles  was  ex- 
pected to  reduce  car  prices  on  the  average  by  about  $200  per  car.  The 
administration  has  estimated  that  this  reduction  will  result  in  600,000 
additional  domestic  automobile  sales  and  150,000  additional  jobs,  not 
counting  dealer  employees. 

Repeal  of  the  tax  on  autos  also  contributed  to  the  equity  of  our  tax 
system.  The  Congress  previously  recognized  that  this  tax  should  not 
be  a  permanent  part  of  our  tax  system  by  enacting  legislation  provid- 
ing for  the  periodic  reduction  of  this  tax  until  it  would  have  been  elim- 
inated on  January  1, 1982.  The  action  taken  in  the  1971  Act  continued 
the  trend  begun  in  1965  to  repeal  excise  taxes  which  place  discrimina- 
tory tax  burdens  on  the  consumers  and  producers  of  the  taxed  products. 

Automobile  manufacturers  gave  assurances  that  the  tax  reductions 
would  be  passed  on  to  consumers  in  the  form  of  reduced  prices.  The 
Administration  is  to  exercise  all  possible  diligence  and  sur^^eillance 
to  see  that  the  tax  reductions  are,  in  fact,  passed  on  to  consumers. 
In  addition,  the  Council  of  Economic  Advisers  is  to  review  vehicle 
prices  and  report  periodically  to  the  Congress  on  the  extent  to  which 
the  tax  reductions  are  passed  on  to  consumers. 

The  tax  on  small  trucks  was  repealed  in  view  of  the  fact  that  these 
small  trucks  are  used  to  a  considerable  extent  by  farmers  and  other 
individuals  for  similar  purposes  as  passenger  automobiles. 
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Domestic  International  Sales  Corporation  {DISC) 

To  provide  tax  incentives  for  U.S.  firms  to  increase  their  exports, 
the  Act  provided  tax  deferral  for  export-related  profits.  This  tax  de- 
ferral is  granted  on  profits  so  long  as  they  are  retained  in  a  new  type 
of  U.S.  corporation  known  as  a  Domestic  International  Sales  Cor- 
poration or  a  "DISC."  Tiie  requirements  for  qualification  as  a  DISC 
in  general  are  that  substantially  all  of  the  corporation's  gross  receipts 
and  assets  must  be  export  related.  When  the  profits  of  the  DISC  are 
distributed  to  its  shareholders  as  dividends  or  are  otherwise  realized 
by  them  as  income,  they  are  taxable  to  them  in  full  at  that  time. 

Under  the  provision,  a  parent  corporation  is  allowed  to  sell  its  ex- 
j)ort  products  to  the  DISC  at  prices  which  permit  the  DISC  to  earn 
up  to  the  greater  of  4  percent  on  sales  or  50  percent  of  the  combined 
income  from  the  manufacturing  and  selling  of  the  exports  (plus,  an 
amount  equal  to  10  percent  of  export  promotion  expenses  and  10  per- 
cent of  half  of  shipping  expenses  incurred  from  shipping  in  U.S.  flag 
ships  and  U.S.  airplanes) . 

To  avoid  granting  undue  tax  advantages  to  the  DISC's,  the  de- 
ferred tax  treatment  is  limited  to  one-half  of  the  export  profits  of  the 
DISC.  In  addition,  to  provide  assurance  that  tax-deferred  DISC 
profits  which  are  loaned  to  a  related  U.S.  manufacturing  company 
producing  for  export  are  not  used  for'  foreign  manufacturing  facil- 
ities, the  Act  provided  that  the  tax  deferral  is  to  terminate  if  these 
profits  are  invested  in  foreign  plant  or  equipment. 

Tax  credit  for  salaries  paid  under  vjorh  incentive  programs 

The  Act  contains  a  provision  designed  to  encourage  the  hiring  of 
individuals  who  otherwise  would  be  on  welfare.  It  granted  employ- 
ers an  income  tax  credit  equal  to  20  percent  of  the  wages  paid  during 
the  first  12  months  of  employ ment  of  an  individual  hired  under  a  work 
incentive  program — WIN — established  under  the  Social  Security  Act. 
In  order  to  qualify  for  the  credit,  the  employer  must  retain  the  WIN 
emplo3^ee  for  at  least  one  additional  year  after  the  12  months  of  em- 
plojrment,  unless  the  employee  leaves  his  employment  voluntarily, 
becomes  disabled  or  it  is  determined  imder  the  State  unemployment 
compensation  law  that  the  employee  was  discharged  for  misconduct. 
Anv  unused  credits  can  be  carried  baclr  to  the  three  preceding  taxable 
years  and  carried  forward  to  the  next  seven  taxable  years. 

Political  contnhutions  and  puhlic  fnancing  of  presidential  and  mce- 
presidential  campaigns 
To  encourage  more  widespread  financing  of  political  campaigns,  an 
individual  is  allowed  an  income  tax  credit  for  one-half  of  his  political 
contributions  during  the  year  up  to  a  maximum  credit  of  S12.50  (or 
$25  in  the  case  of  a  joint  return  of  a  husband  and  wife) .  Alternatively, 
the  taxpayer  is  allowed  an  itemized  deduction  for  political  contribu- 
tions made  \yY  him  during  the  taxable  year  up  to  a  maximum  amount 
of  $50  (or  $100  in  the  case  of  a  joint  return) .  This  credit  or  deduction  is 
available  for  political  contributions  made  to  candidates  for  nomination 
or  election  to  Federal,  State  or  local  office  in  a  primary,  general,  or 
special  election.  In  addition,  contributions  may  be  made  to  a  political 
committee.  The  credit  or  deduction  is  available  only  for  contributions 
made  after  1971. 
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Public  financing  also  was  provided  for  presidential  and  vice-presi- 
dential general  election  campaigns  by  the  so-called  check-off  system 
starting  with  income  tax  returns  for  the  calendar  year  1972.  Under  this 
system  an  individual  can  designate  that  $1  of  his  tax  liability  (and  in 
the  case  of  a  joint  return  with  a  taxable  liability  of  $2  or  more,  each 
spouse  may  designate  that  $1  of  the  liability)  is  to  be  set  aside  in  the 
Presidential  Election  Campaign  Fund  in  a  special  account  for  the 
candidates  of  the  party  of  his  choice  or  in  a  general  nonpartisan  fund. 
If  the  taxpayer  makes  no  designation,  nothing  is  to  be  set  aside.  The 
amounts  checked  off  and  designated  into  the  accounts  in  the  fund  are 
to  be  available  to  presidential  and  vice-presidential  candidates  who 
elect  public  financing  beginning  with  the  1976  general  presidential 
election  campaign.  These  amounts  may  be  paid  to  the  candidates,  how- 
ever, only  after  they  have  been  so  appropriated  by  Congress  through 
the  normal  appropriation  process. 
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III.  REVENUE  EFFECTS 

Table  1  shows  the  overall  impact  of  the  Revenue  Act  of  1971  on 
calendar  year  tax  liability  and  fiscal  year  tax  receipts.  As  indicated  by 
this  table,  the  Act  is  expected  to  reduce  tax  liability  by  a  net  $1.7  bil- 
lion in  calendar  year  1971,  $8.0  billion  in  1972,  and  $6.1  billion  in 
1973.  It  is  estimated  that  fiscal  year  receipts  will  be  reduced  by  $4.4 
billion  in  fiscal  year  1972,  $6.9  billion  in  1973,  and  $6.1  billion  in  1974. 

As  indicated  in  Table  1,  the  net  reduction  in  tax  liability  (and  re- 
ceipts) results  from  a  combination  of  increases  in  liability  (and  re- 
ceipts) ofiset  by  decreases.  The  increases  derive  from  elimination  of  the 
%  year  convention  from  the  Asset  Depreciation  Range  (ADR)  Sys- 
tem, denial  of  the  standard  deduction  to  the  unearned  income  of 
taxpayers  who  are  dependent  children  of  other  taxpayers,  and  imposi- 
tion of  an  excise  tax  on  tires  of  imported  automobiles;  the  major  de- 
creases are  effected  through  liberalization  of  the  exemption  and 
standard  deduction  provisions  of  the  individual  income  tax,  provision 
of  a  household-help  deduction  and  liberalization  of  the  child-care  de- 
duction, reinstatement  of  the  investment  credit,  provision  of  a  tax 
credit  to  employers  of  public  assistance  recipients,  provision  of  a  tax 
credit  for  political  contributions,  repeal  of  the  automobile  and  small 
truck  excise  taxes,  and  providing  tax  deferral  for  domestic  interna- 
tional sales  corporations  (DISC) . 

Table  2  breaks  down  the  estimates  in  Table  1  on  the  basis  of  the 
impact  of  the  various  increases  and  decreases  on  individuals  in  a 
nonbusiness  capacity  and  their  impact  on  business  (incorporated  and 
unincorporated).  Thus,  under  the  Act  the  tax  liability  of  individuals 
in  a  nonbusiness  capacity  is  estimated  to  be  decreased  by  $2  billion  for 
calendar  year  1971,  by  $5.2  billion  for  calendar  year  1972,  and  by  $2.8 
billion  for  calendar  year  1973.  Corporate  business  and  individual  busi- 
ness combined  are  estimated  to  have  their  tax  liability  increased  by 
$340  million  for  calendar  year  1971,  decreased  by  $2.8  billion  for  cal- 
endar year  1972,  and  decreased  by  $3.3  billion  for  calendar  year  1973. 
Also  set  forth  in  Table  2  are  the  net  fiscal  year  tax  changes  for  in- 
dividuals in  a  nonbusiness  capacity  and  for  corporate  and  unincor- 
porated business  combined.  Individuals  in  a  nonbusiness  capacity  are 
shown  to  pay  $3.7  billion  less  in  jfiscal  year  1972,  $4.2  billion  less  in 
fiscal  year  1973,  and  $2.7  billion  less  in  fiscal  year  1974.  Corporate  and 
unincorporated  business  combined  are  shown  to  pay  $670  million  less 
in  fiscal  year  1972,  $2.8  billion  less  in  fiscal  year  1973,  and  $3.4  billion 
less  in  fiscal  year  1974. 

(12) 
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Table  3  shows,  by  adjusted  gross  income  class,  for  each,  of  the  cal- 
endar years  1971-1973,  individual  income  tax  liability  and  the 
amount  and  percentage  of  change  in  tax  liability  under  the  Act.  The 
percentage  reduction  for  1971  amounted  to  10.4  percent  for  tax  re- 
turns with  income  up  to  $3,000  and  decreases  from  that  level  to  a 
very  small  percentage  change  for  returns  with  income  of  $15,000  and 
over.  For  1972,  the  reductions  amount  to  36.9  percent  for  returns  with 
income  up  to  $3,000  and  decrease  gradually  to  a  reduction  of  less 
than  one  percent  for  returns  with  income  of  $100,000  and  over. 

Table  4  breaks  down  the  changes  in  individual  income  tax  liability 
set  forth  in  table  3  into  changes  attributable  to  each  of  the  sources 
of  change  mider  the  Act.  Thus,  the  $1.3  billion  net  of  tax  reduction 
in  1971  is  broken  down  in  table  4  into  the  contribution  of  the  liberal- 
ized exemption  and  standard  deduction  provisions  ($1.4  billion),  the 
contribution  of  reinstatement  of  the  investment  credit  ($306  million), 
and  the  oifsetting  tax  increase  contributed  by  elimination  of  the  %- 
year  convention  from  the  ADR  System  ($420  million).  Similarly, 
1972's  net  tax  reduction  ($3.6  billion)  is  made  up  of  a  $3.1  billion  re- 
duction attributable  to  exemption  and  standard  deduction  increases,  a 
$725  million  reduction  attributable  to  the  investment  credit,  a  $145 
million  reduction  attributable  to  a  household  service  and  child  care 
deduction,  a  $99  million  reduction  attributable  to  the  tax  credit  for 
political  contributions,  a  $340  million  increase  attributable  to  depre- 
ciation changes,  and  a  $70  million  increase  attributable  to  denial  of  the 
standard  deduction  to  the  unearned  income  of  taxpayers  who  are  de- 
pendent children  of  other  taxpayers. 

Table  5  is  a  schematic  outline  of  the  standard  deduction  and  per- 
sonal exemption  provisions  under  the  Revenue  Act  of  1971  as  com- 
pared to  the  provisions  under  prior  law  for  each  of  the  calendar  years 
1971_,  1972,  and  1973  and  thereafter.  Thus,  this  table  sets  forth  the 
specific  provisions  which  result  in  (a)  the  estimated  decreases  in  indi- 
vidual income  tax  liability  shown  in  columns  (2),  (3),  and  (4)  of 
Table  4,  (b)  the  estimated  increase  in  nontaxable  returns  shown  in 
Table  6,  and  (c)  the  estimated  number  of  taxable  returns  switching 
from  itemizing  deductions  to  use  of  the  standard  deduction  shov/n  in 
Table  7.      _ 

Table  6  indicates,  by  adjusted  gross  income  class,  the  number  of 
irxdividual  income  tax  returns  which  become  nontaxable  as  a  result  of 
the  exemption  and  standard  deduction  provisions  under  the  Act.  It 
shows  325,000  returns  became  nontaxable  for  1971  (out  of  a  total  of 
63.4  million) ,  2.8  million  returns  are  nontaxable  for  1972  and  1.9  mil- 
lion returns  will  become  nontaxable  for  1973  as  compared  to  prior  law. 

Table  7  presents  data,  by  adjusted  gross  income  class,  on  the  extent 
to  which  the  standard  deduction  provisions  of  the  Act  induce  a  shift- 
ing of  individual  income  tax  returns  from  itemizing  deductions  to  use 
of  the  standard  deduction.  For  1971  the  table  indicates  a  shifting  of 
1.3  million  returns  from  itemized  deduction  returns  to  standard  de- 
duction returns ;  for  1972,  a  shifting  of  3.3  million  returns  to  standard 
deduction  returns;  and  for  1973,  a  shifting  of  2.2  million  returns  to 
standard  deduction  returns. 
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Eight  additional  tables  shown  in  the  appendix  of  this  report  pro- 
vide further  information  as  to  the  impact,  by  adjusted  gross  income 
class,  of  each  of  the  individual  income  tax  personal  exemption  and 
standard  deduction  changes  made  by  the  Act  for  each  of  the  years 
1971-73.  In  addition,  a  ninth  and  a  tenth  table  give  the  tax  burdens 
under  prior  law  and  under  the  provisions  of  the  Act  for  1971-73  for 
single  persons  and  for  married  couples  with  differing  numbers  of 
dependents  and  r.ith  selected  levels  of  adjusted  gross  income  under 
varying  assumptions  as  to  deductible  nonbusiness  expenses. 

TABLE  l.-EST! MATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ON  CALENDAR  YEAR  TAX 
LIABILITY  1971-73  AND  FISCAL  YEAR  TAX  RECEIPTS  1972-741 

[In  millions  of  dollars) 


Provision 


Calendar  year  tax  liability 
1971  1972  1973 


Fiscal  year  tax  receipts 


1972 


1973 


1974 


Liberalizing  exemption  and  standard  deduction  pro- 
visions of  the  individual  income  tax: 
Eliminating    phaseout    from    1971    minimum 
standard  deduction  and  increasing  exemp- 
tion from  S650  to  $675 -1,370 

Advancing  1973's  15  percent  standard  deduc- 
tion and  $750  exemption  to  1972 

Increasing  ti\e   minimum  standard   deduction 

to  $1,300  for  1972  and  thereafter 

Denying  the  standard  deduction  (both  minimum 
and  percentage)  to  the  unearned  income  of  tax- 
payers who  are  dependent  children  of  other  tax- 
payers  

Proviting    household  help,  and    liberalizing  child 

car',  deduction 

Providing  a  tax  credit  for  political  contributions 

Correcting  individual  income  tax  vi/ithholding 

Providing  tax  credit  to  employers  of  public  assist- 
ance recipients  under  the  work  incentive  program 

(WIN) 

Reinstating  investment  credit 

Eliminating  -'i-year  convention  from  the  asset  de- 
preciation range  (ADR)  system 

Repealing  automobile  excise  tax 

Allov.'ing  credit  for  State  tax  on  coin  operated  gam- 
ing devices 

Imposing  excise  tax  (10  cents  per  pound)  on  tires 
of  imported  autom.obiles (2) 


-2, 190 
-1,040 


-70 


-145 
-100 


-1,090 


-1,510 

-f  2, 100 
-800 


-25 
-3,610 


-1-1,700 
-2,200 


-10 
+25 


+75 


-150 
-25 


-30 
-3,910 


+1,  500 
-1,900 


-10 
+25 


-1,370 

-855      -1,335 
-405      -1, 105 


+5 


+70 


HIO 


-10 

+25 


-1,110 


+75 


-15  -145  -150 

-10  -90  -30 

+725  +75 _. 


-10  -25  -30 

-2,430  -3,600  -3,970 

+2,470  +1,660  +1,420 

-2,200  -2,000  -1,  SCO 


-10 
+25 


Repealing  truck  (10,000  gross  vehicle  weight  pounds 
or  less)  and  local  transit  bus  excise  tax 


-100 


-365 


-365 


-280 


-365 


-365 


Providing  tax  deferral  for  domestic  international 
sales  corporations  (DISC) 


Total. 


-1,680 


-100 


-7,990 


-170 


-6,  050 


(?) 


-100 


-170 


-4,365      -6,945        -6,115 


1  Estimates  for  all  provisions  in  this  table  reflect  growth  except  for  the  provisions  relating  to  excise  taxes. 

2  Negligible. 
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TABLE  2.— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  BY  TYPE  OF  TAXPAYER 
CALENDAR  YEAR  TAX  LIABILITY  1971-73  AND  FISCAL  YEAR  TAX  RECEIPTS  1972-741 

[In  millions  of  dollars] 

Calendar  year  tax  liability  Fiscal  year  fax  receipts 


Provision  1971  1972  1973  1972  1973  1974 

Liberalizing  exemption  and  standard  deduction  pro- 
visions of  the  individual  income  tax: 

Eliminating  phaseout  from  1971  minimum 
standard  deduction  and  increasing  exemp- 
tion from  $650  to  $675 -1,370 - -1,370 

Advancing  1973's  15-percent  standard  deduc- 
tion and  $750  exemption  to  1972 -2,190  -855      -1,335.. 

Increasing  the  minimum  standard  deduction  to 

$1,300  for  1972  and  thereafter -1,040      -1,090  -405      -1,105        -1,110 

Denying  the  standard  deduction  (both  minimum  and 
percentage)  to  the  unearned  incon"<e  of  taxpayers 

who  are  dependent  children  of  other  taxpayers +70  -(-75  -f5  -f7G  -f75 

Providing  household  help,  and  liberalizing  child-care 

deduction -145  -150  -15  -145  -150 

Providing  a  tax  credit  for  pofitical  contributions. —100  —25  —10  —90  —30 

Correcting  individual  income  tax  withholding +725  +75 

Individual,  nonbusiness -1,370      -3,405      -1,190      -1,925      -2,530        -1,215 

Providing  tax  credit  to  employers  of  public  assistance 
recipients  under  the  work  incentive  program 
(WIN):  Corporate -25  -30  -10  -25  -30 

Reinstating  investment  credit: 

Individual,  business      -305  -725  -785  -375  -735  -785 

Corporate -1,205      -2,885      -3,125      -2,055      -2,865        -3,185 

Corporate  and  individual,  business -1,510      -3,610      -3,910      -2,430      -3,600        -3,970 

Eliminating  3|' year  convention  from  the  asset  depre- 
ciation range  svstem: 

Individual,  business.... -f420  +340  +3C0  +450  +340  +290 

Corporate +1,680      +1,360      +1,200      +2,020      +1,320        +1,130 

Corporate  and  individual,  business +2,100      +1,700      +1,500      +2,470      +1,660        +1,420 

Repealing  automobile  excise  tax:  - 

Individual,  business -120  -330  -280  -330  -300  -270 

Individual,  nonbusiness -600      -1,650      -1,430      -1,650      -1,500        -1,350 

Individual,  business  and  nonbusiness -720      -1,980      -1,710      -1,980      -1,800        -1,620 

Corporate... -80  -220  -190  -220  -200  -180 

Corporate  and  individual -800      -2,200      -1,900      -2,200      -2,000        -1,800 

Allowing  credit  for  State  tax  on  coin-operated  gaming 
devices:  Corporate -10  -10 -10 ^ 

lmposingexcisetax(10cents  per  pound)  on  tires  of 
imported  automobiles:  2  Individual,  nonbusiness..  (s)  +25  +25  +10  +25  +25 

Repealingtruck  (10,000  gross  vehicle  weight  pounds 
or  less)  excise  tax:  2 

Individual,  business -40  -165  -165  -120  -165  -165 

Individual,  nonbusiness... -50         -160         -160         -130         -160  -160 

Individual  business  and  nonbusiness —90         —325         —325         —250         —325  ~^^ 

Corporate -10  -40  -40  -30  -40  -40 

Corporate  and  individual- -100         -365         -365         -280         -365  -365 

Providing  tax  deferral  for  domestic  international 
sales  corporations  (DISC):  Corporate -100         -170 (3)         -100  -170 

Total: 

Individual,  nonbusiness... -2,020      -5,190      -2,755      -3,695      -4,165        -2,700 

Individual,  business -45  -880  -930  -375  -860  -930 

Individual,  business  and  nonbusiness -2,065      -6,070      -3,685      -4,070      -5,025        -3,630 

Corporate +385      -1,920      -2,365  -295      -1,920        -2,485 

Corporate  and  individual,  business +340      -2,800      -3,295  -670      -2,780        -3,415 

Grand  total,  corporate  and  individual -1,680      -7,990      -6,050      -4,365      -6,945        -6,115 

1  Estimates  for  all  provisions  in  this  table  reflect  growth  except  for  the  provisions  relating  to  excise  taxes. 

2  Assumes  that  the  tax  changes  under  these  provisions  are  passed  on  to  the  purchasers  of  the  automobiles  and  trucks. 

3  Negligible. 
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IV.  GENERAL  EXPLANATION 

A.  Job  Development  Investment  Credit;  Depreciation  Revision 

1.  Restoration  of  investment  credit  {sec.  101  of  the  Act  and  sees.  Ifi 
and  50  of  the  code) 

Prior  to  1969,  there  was  a  7-percent  investment  tax  credit  (3  per- 
cent for  public  utility  property).  The  Tax  Reform  Act  of  1969  re- 
pealed this  investment  credit  for  property  acquired  after  April  18, 
1969,  and  for  property  the  construction,  reconstruction,  or  erection  of 
which  began  after  April  18,  1969.  In  general  terms,  the  investment 
credit  under  prior  law  was  available  with  respect  to:  (1)  tangible  per- 
sonal property;  (2)  other  tangible  property  (not  including  buildings 
and  structural  components)  which  was  an  integral  part  of  manu- 
facturing, production,  etc.,  or  which  constituted  a  research  or  storage 
facility;  and  (3)  elevators  and  escalators.  New  property  fully  qual- 
ified for  the  credit,  but  in  the  case  of  used  property,  only  an  amount  up 
to  $50,000  could  be  taken  into  account  in  any  one  year.  In  addition,  the 
property  had  to  be  depreciable  property  with  a  useful  life  of  at  least 
4  years.  Property  with  a  useful  life  of  from  4  to  6  years  qualified  for 
the  credit  to  the  extent  of  one-third  of  its  cost.  Property  with  a  useful 
life  of  6  to  8  years  qualified  with  respect  to  two-thirds  of  its  cost,  and 
property  with  an  estimated  useful  life  of  8  years  or  more  qualified 
for  the  full  amount. 

The  amount  of  the  investment  credit  taken  in  any  year  could  not 
exceed  the  first  $25,000  of  tax  liability  (as  otherwise  computed)  plus 
50  percent  of  the  tax  liability  in  excess  of  $25,000.  Investment  credits 
which  because  of  this  limitation  could  not  be  used  in  the  current  year 
could  be  carried  back  to  the  3  prior  years  and  used  in  those  years  to 
the  extent  permissible  within  the  limitations  applicable  in  those  years, 
and  then,  to  the  extent  of  any  amoimt  still  remaining,  carried  forward 
and  used  to  the  extent  permissible  under  the  applicable  limitations  in 
the  succeeding  Y  taxable  years, 

A  special  rule  provided  that  carryovers  to  1969,  and  subsequent 
years,  could  be  used  in  any  such  year  only  to  the  extent  of  20  percent 
of  the  carryovers.  In  these  cases  instead  of  a  7-year  carryover,  a  10-year 
carryover  was  provided  to  the  extent  the  credit  was  limited  by  the  20- 
percent  factor. 

As  indicated  in  the  discussion  of  the  reasons  for  the  Act,  the  Con- 
gress concluded  that  the  7-percent  investment  credit  should  be  restored 
as  a  means  of  providing  stimulus  to  the  lagging  domestic  economy  by 
reducing  the  cost  of  capital  to  U.S.  manufacturers.  This  will  also 
serve  to  place  them  in  a  more  competitive  position  with  foreign  manu- 
facturers and  in  that  manner  help  improve  our  present  serious  balance- 
of-payments  situation. 

The  Act  provides  for  a  7-percent  investment  credit  which  is  sub- 
stantially similar  to  the  investment  credit  previously  allowed.  The 

(20) 
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three  principal  differences  from  the  credit  previously  allowed  are  (1) 
the  useful  life  brackets  used  in  determining  the  amount  of  invest- 
ment in  property  which  is  eligible  for  the  credit  are  to  be  shortened 
by  1  year,  (2)  the  credit  is  generally  not  to  be  allowed  for  foreign- 
produced  machinery  and  equipment  so  long  as  the  temporary  import 
surcharge  remains  in  effect  ^  (and  may  be  limited  after  the  additional 
duty  is  repealed  at  the  discretion  of  the  President),  and  (3)  public 
utility  property  is  to  be  eligible  for  a  4-percent  rather  than  a  3-percent 
credit. 

The  credit  is  to  be  available  with  respect  to  property  acquired  by 
the  taxpayer  after  August  15,  1971,  or  in  the  case  of  property  which 
is  constructed,  reconstructed,  or  erected  by  the  taxpayer,  where  the 
construction  is  completed  after  August  15, 19Y1  (regardless  of  the  time 
when  construction,  etc.  began).  In  this  latter  case,  however,  the  credit 
is  to  be  available  only  with  respect  to  that  part  of  the  basis  of  the 
property  properly  attributable  to  construction,  etc.,  after  August  15, 
1971.  The  credit  also  is  to  be  available  with  respect  to  property,  the 
construction  of  which  by  the  taxpayer  is  begun  after  March  31,  1971, 
and  property  which  is  acquired  after  March  31,  1971,  and  before 
August  16,  1971,  if  the  taxpayer  can  clearly  establish  that  the  ac- 
quisition was  made  pursuant  to  an  order  placed  after  March  31,  1971. 
These  categories  of  property  which  qualify  for  the  credit  provided  by 
the  Act  are  referred  to  in  the  subsequent  discussions  as  qualifying 
property  (in  the  Act  they  are  referred  to  as  sec.  50  property).  Any 
property  which  is  pre-termination  property  and  thus  eligible  for  the 
credit  under  prior  law  will  continue  to  be  eligible  for  the  credit.  (This 
pre-termination  property  is  included  as  "section  50  property"  in  the 
Act  and  is  included  in  the  term  "qualifying  property"  in  this  general 
explanation.) 

When  the  credit  was  previously  in  effect  the  cost  of  any  used  prop- 
erty which  could  be  taken  into  account  for  purposes  of  the  credit  was 
limited  to  $50,000  a  year.  In  the  case  of  a  husband  and  wife  filing 
separate  returns,  the  amount  of  used  property  which  could  be  taken 
into  account  was  $25,000,  instead  of  $50,000,  unless  one  ^f  the  two  had 
not  purchased  any  used  investment  credit  property,  in  which  case  the 
other  spouse  could  claim  the  entire  amount  up  to  $50,000.  The  law  also 
contained  rules  for  allocating  the  $50,000  limitation  among  c^ompo- 
nent  members  of  a  controlled  group  of  corporations  and  a  provision 
that  the  $50,000  limit  applied  at  both  the  partnership  and  partner 
levels.  Congress  believed  that  the  treatment  provided  for  used  prop- 
erty when  the  credit  was  previously  in  effect  continues  to  be  appropri- 
ate. Many  small  business  taxpayers  use  both  new  and  used  property  in 
their  operations.  In  many  cases,  the  circumstances  of  these  taxpayers 
force  them  to  rely  to  a  significant  extent  on  used  property.  The  Act, 
therefore,  retains  the  rules  which  were  applicable  when  the  credit  was 
previously  in  effect  insofar  as  the  allowability  of  the  credit  for  used 
property  is  concerned. 

1  The  Act  provides  that  property  which  is  acquired  pursuant  "to  an  order  placed  on  or 
before  the  date  of  termination  of  Proclamation  4074"  will  be  subject  to  the  foreign- 
produced  property  limitation.  The  President  terminated  Proclamation  4074  on  Decem- 
ber 20,  1971.  The  termination  of  the  10-percent  import  surcharge  had  the  effect  of 
automatically  ending  the  "Iniy-American"  aspect  of  the  investment  credit  with  respect  to 
foreign-produced  property  ordered  after  December  19,  1971.  ('See  item  3  below  relating  to 
the  limitation  of  the  credit  to  domestic  products.) 
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2.  Determinatio7i  of  qualified  investment  {sec.  102  of  the  Act  and  sees. 
J}6  and  Jf7  of  the  code) 

In  order  to  more  realistically  reflect  the  useful  lives  of  property  in 
determining  the  amount  of  allowable  investment  credit,  the  Act  short- 
ens by  1  year  the  useful  life  brackets  used  in  determining  the  portion 
of  investment  in  property  which  qualifies  for  the  credit.  Under  the 
Act,  property  with  a  useful  life  of  3  to  5  years  is  to  qualify  for  the 
credit  to  the  extent  of  one-third  of  its  cost.  Property  with  a  useful  life 
of  5  to  7  years  is  to  qualify  for  the  credit  to  the  extent  of  two-thirds  of 
its  cost,  and  property  with  a  useful  life  of  7  years  or  more  is  to  qualify 
for  the  full  amount.  These  replace  brackets  of  4  to  6  years  for  a  one- 
third  credit,  6  to  8  years  for  a  tw,o-thirds  credit,  and  8  years  and  over 
for  a  full  credit. 

In  addition,  a  conforming  change  is  made  in  the  rule  of  prior  law 
under  which  there  is  no  recapture  of  the  credit  in  the  case  of  cer- 
tain aircraft  leased  for  use  outside  the  United  States  where  this  foreign 
use  does  not  exceed  4  years  (i.e.,  one-half  of  the  8-year  life  required 
for  the  full  amount  of  the  credit).  In  view  of  the  reduction  of  the  8- 
year  life  requirement  to  7  years,  the  permissible  amount  of  foreign  use 
in  the  case  of  these  aircraft  is  reduced  to  3i/^  years.  This  amendment 
with  respect  to  leased  aircraft  used  abroad  is  to  apply  with  respect  to 
leases  entered  into  after  April  18, 1969. 

The  Act  provides  that  a  taxpayer  must  use  the  same  useful  life  with 
respect  to  an  asset  in  determining  the  amount  of  the  allowable  invest- 
ment credit  as  the  taxpayer  uses  in  computing  depreciation  or  amorti- 
zation on  the  asset.  This  was  not  necessarily  the  rule  in  the  past.  "\'\'liere 
a  taxpayer  uses  a  method  of  depreciation,  such  as  the  units-of-produc- 
tion  method  or  the  income-forecast  method,  which  does  not  directly 
relate  the  useful  life  of  the  property  in  terms  of  a  specific  number  of 
years,  the  determination  as  to  what  constitutes  the  useful  life  for  pur- 
poses of  the  investment  credit  as  required  by  the  Act  should  be  made 
by  comparing  the  depreciation  taken  under  the  units-of-production 
method  or  income-forecast  method  at  the  end  of  3,  5,  and  7  years  with 
the  most  liberal  depreciation  which  would  be  taken  under  the  double- 
declining  balance  or  sum-of-the-years  digits  method  for  an  asset  of 
the  useful  life  of  7  years.  If  the  depreciation  expected  to  be  taken  under 
the  units-of-production  method  or  income-forecast  method  at  these 
time  intervals  does  not  exceed  by  more  than  20  percent  the  deprecia- 
tion taken  under  the  most  favorable  of  the  other  two  methods,  the  use- 
ful life  of  the  asset  under  the  income-forecast  method  or  units-of- 
production  method  will  be  assumed  to  be  7  years. 

Similar  comparisons  may  be  made  with  other  useful  lives.  If  the 
depreciation  actually  taken  is  greater  than  anticipated,  then  rules 
achieving  essentially  the  same  result  as  the  recapture  rules  with  re- 
spect to  the  investment  credit  are  to  apply.  The  effect  of  this  is  to 
permit  the  taxpayer  to  obtain  a  tax  credit  where  he  utilizes  a  method 
of  depreciation  which  yields  results  substantially  equivalent  to  the 
double- declining  balance  or  s^Tn-of-^he-ypars  digits  r'-ethods  of  depre- 
ciation for  comparable  usefiil  lives.  This,  of  course,  does  not  preA^ent  a 
taxpayer  from  showing  on  the  basis  of  his  particular  facts  or  cir- 
cumstances, that  other  treatment  with  respect  to  the  investment  credit 
should  be  made  applicable. 


The  changes  made  by  the  Act  with  respect  to  the  useful  life  brackets 
are  to  apply  with  respect  to  qualifying  property.  In  addition,  the 
changes  are  to  apply  for  purposes  of  the  recapture  rules  in  the  case 
of  any  property  disposed  of  after  August  15,  1971  (and  any  property 
which  otherwise  ceases  to  qualify  with  respect  to  the  taxpayer) .  Thus, 
in  the  case  of  property  disposed  of  after  this  d;>le  with  respect  to 
which  the  full  amount  of  the  credit  was  originally  allowed  (i.e.,  be- 
cause it  had  a  useful  life  of  8  years  or  more) ,  there  is  to  be  no  recapture 
if  the  disposition  occurs  after  7  years  of  use  by  the  taxpayer. 

3.  Limitation  of  credit  to  domestic  products  {sec.  103  of  the  Act  and 
sec.  4S{a)  of  the  code) 

When  the  investment  credit  was  previously  in  effect,  it  was  generally 
applicable  to  proper'ty  which  qualified  as  section  38  property.  There 
were  no  restrictions  placed  on  the  property  as  to  the  place  where  it 
was  manufactured  or  constructed. 

In  view  of  our  balance-of-payments  difficulties,  CongTess  decided 
that  for  a  temporary  period  the  credit  should  be  available  only  with 
respect  to  domestically  produced  property. 

The  Act  provides  that  the  credit  is  to  be  denied  with  respect  to 
foreign-produced  property  (other  than  pretermination  property)  for 
which  a  credit  is  otherwise  made  available  under  the  Act  (i.e.,  gen- 
erally, property  ordered  or  the  construction  of  which  was  begun  after 
March  31,  1971,  or  property  acquired  or  completed  after  August  15, 
1971).  The  denial  of  the  credit  is  to  continue  under  the  Act  as  long 
as  the  temporary  10-percent  import  surcharge  remains  in  effect.^ 

The  Act  provides  two  modifications  to  the  above-stated  general  rule 
regarding  the  period  for  which  the  denial  is  to  be  effective.  First,  in 
view  of  the  fact  that  taxpayers  who  ordered  property  (or  commenced 
construction  of  property)  after  March  31,  1971,  in  reliance  on  the 
Secretary  of  the  Treasury's  statements  did  so  without  any  knowledge 
that  the  credit  would  be  limited  to  domestically  produced  property, 
the  Act  provides  that  the  investment  credit  is  not  denied  for  foreign 
property  acquired  pursuant  to  an  order  placed  after  March  31,  1971, 
and  before  August  16,  1971  (or  the  construction  of  which  by  the  tax- 
payer began  during  this  period) . 

Second,  the  Congress  became  concerned  that  other  countries  were 
maintaining  nontariff  trade  restrictions  or  were  engaged  in  discrimina- 
tory acts  which  substantially  burdened  or  unjustifiably  restricted  U.S. 
commerce.  The  Act  provides,  therefore,  that  if  on  or  after  the  date 
of  the  termination  of  Proclamation  4074,  the  President  determines  that 
a  foreign  country  maintains  nontariff  trade  restrictions,  including  vari- 
able import  fees,  which  substantially  burden  United  States  commerce 
in  a  manner  inconsistent  with  provisions  of  trade  agreements,  or  en- 
gages in  discriminatory  or  other  acts  (including  tolerance  of  inter- 
national cartels)  or  policies  unjustifiably  restricting  United  States 
commerce,  he  may  by  Executive  order  apply  the  foreign  property  pro- 
vision of  the  Act  to  any  article  or  class  of  articles  manufactured  or 
produced  in  such  foreign  country  for  such  period  as  may  be  provided 
by  Executive  order.  The  trade  restrictions  and  discriminatory  acts  re- 

,  lit  should  be  noted,  however,  that  the  President  terminated  the  10-percent  import 
surcharge  effective  December  20,  1971.  This  means  that  the  denial  of  the  investment  credit 
with'  respect  to  foreign  produced-property  as  provided  under  this  Act  has  no  applicability- 
after  December  19,  1971. 
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f erred  to  by  this  provision  are  the  same  as  those  contained  in  section 
252  (b)  of  the  Trade  Expansion  Act  of  1962. 

It  is  expected  that  the  President,  in  deciding  whether  a  foreign  coun- 
try maintains  nontariff  restrictions  or  discriminates  unjustifiably 
against  U.S.  commerce,  will  take  into  account  differences  in  the  way 
similar  (or  perhaps  different)  classes  of  articles  are  treated  by  the 
foreign  country  in  the  case  of  imports  from  the  United  States.  In  the 
case  of  motion  pictures,  for  example,  it  is  anticipated  that  the  extent  to 
which  foreign-produced  motion  pictures  become  eligible  for  the  invest- 
ment credit  (or  remain  eligible)  will  be  made  dependent,  to  a  sub- 
stantial degree,  on  whether  the  foreign  country  discriminates  either 
against  the  U.S.  motion  picture  showing-s  in  its  country,  or  discrimi- 
nates in  favor  of  its  domestically  produced  motion  pictures.^ 

A  termination  by  the  President  of  the  limitation  on  the  credit  with 
respect  to  foreign  property  is  to  apply  to  property  ordered  after  (or 
the  construction  of  which  is  begun  after)  the  termination  date  specified 
by  the  President  (either  the  date  of  the  order  or,  the  exemption  can  be 
made  retroactive  to  any  date  after  August  15,  1971,  if  the  President 
determines  it  to  be  in  the  public  interest) . 

For  purposes  of  this  limitation,  foreign-produced  property  includes 
all  property  which  is  completed  outside  the  United  States  regardless 
of  the  U.S.  content  of  the  property.  In  other  words,  any  finished  prop- 
erty imported  into  the  United  States  is  to  be  treated  as  foreign- 
produced  property  even  though  substantially  all  of  its  value  is  repre- 
sented by  components  which  were  manufactured  or  produced  in  the 
United  States.  An  article  is  to  be  deemed  completed  outside  the  United 
States  if  it  enters  the  country  in  a  form  which  is  operational  for  the 

1  American  films  have  been  subject  to  discriminatory  practices  in  many  foreign  countries 
The  tax  barriers  most  typically  employed  are  described  below  : 

Screen  quotas  require  theaters  to  devote  a  specified  proportion  of  their  screen-time  to 
the  showing  of  domestic  films.  This  has  the  effect  of  limiting  the  amount  remaining  for 
imported  pictures,  thus  reducing  their  earning  capacity.  There  are  17  nations  which  aoDlv 
such  quotas. 

Import  quotas  became  widespread  after  World  War  II.  As  the  major  exporter  of  motion 
pictures  (American  films  are  estimated  to  occupy  close  to  50%  of  Free  World  screen-time) 
the  United  States  was  the  prime  target.  While  quotas  usuallv  are  described  as  designed  to 
conserve  foreign  exchange,  in  most  instances  the  primary  ob"jective  is  to  protect  local  film 
producers  from  competition  of  popular  American  films,  with  conservation  of  foreign  exchange 
only  a  secondary  consideration.  Most  restrictions  have  now  been  removed  but  there  are 
nine  Free  World  countries  that  still  apply  quantitative  restrictions. 

Discriminatory  Admission  Taxes:  Six  countries  impose  higher  admission  taxes  on  foreign 
films  than  on  domestic  pictures,  either  directly  or  through  tax  rebates  when  domestic  films 
are  shown. 

Film  rental  price  controls,  through  direct  government  edict  or  by  indirect  pressures 
impose  disadvantageous  film  rental  terms  or  pernicious  conditions  on  our  film  sales  in  12 
countries. 

Remittance  restrictions  following  World  War  II  for  years  posed  an  extremely  difBeult 
problem  for  the  U.S.  film  industry.  Many  have  been  overcome,  but  they  still  exist  in  various 
degrees  in  15  countries. 

Local  printing  decrees  necessitate  the  manufacture  of  prints  for  theater  use  in  labora- 
tories of  the  country  to  which  imported.  This  is  an  expensive  and  inefficient  type  of 
restraint  which  is  spreading.  Six  countries  impose  such  requirements 

Duhhtng  must  be  done  in  local  laboratories  in  three  countries.  Four  others  prohibit  the 
dubbing  of  foreign  films  into  the  local  language,  as  a  measure  to  reduce  the  competitiveness 
of  imported  films. 

Foreign  distributors  are  barred  from  having  film  distribution  branches  or  subsidiaries  in 
seven  countries.  This  type  of  restriction  is  designed  to  force  distribution  of  American  films 
into  the  hands  of  local  and  often  inefficient  firms. 

Exorbitant  income  or  related  tax  levies  are  common  devices  applied  against  American 
fi^m  co^mpanies  to  drain  off  their  earnings.  Six  particularly  bad  situations  were  noted  by 

Production  subsidies,  often  financed  by  taxes  or  other  levies  on  foreign  film  imports 
(mainly  American)  exist  In  seventeen  countries  listed  herein.  Thev  subsidize  the  cost  of 
local  production  and  thus  place  films  made  elsewhere,  which  receive  no  such  subsidies  at  a 
competitive  disadvantage. 

Miscellaneous  measures  Include  such  devices  as  heavy  "dubbing"  or  "release"  fees  com- 
mono'"^!!^"''*^  *^°*^  distribution  of  domestic  pictures,  or  the  establishment  of  import 
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purposes  for  which  it  is  intended ;  minor  activities  such  as  packaging 
or  labeling  in  the  United  States  are  not  to  remove  the  property  from 
classification  as  property  completed  outside  the  United  States.  On  the 
other  hand,  substantial  assembly  in  the  United  States,  such  as  in  the 
case  of  aircraft,  the  installation  of  the  customer's  engines,  or  installa- 
tion of  navigation  equipment  and  completion  of  the  seating  and  in- 
terior arrangements,  would  be  treated  as  completion  in  the  United 
States  rather  than  outside  the  United  States. 

Foreign-produced  property  also  includes  any  property  completed  in 
the  United  States,  if  less  than  50  percent  of  the  basis  of  the  property 
is  attributable  to  value  added  inside  the  United  States.  For  this  pur- 
pose, shipping  and  insurance  costs  incurred  in  transporting  property 
to  this  country  as  well  as  any  duty  payable  upon  entry  of  the  property 
into  the  United  States  are  to  be  treated  as  foreign  value.  On  the  other 
hand,  any  selling  profit  as  well  as  any  profit  attributable  to  any  other 
U.S.  activities  in  the  case  of  a  final  product  completed  in  the  United 
States  is  to  be  treated  as  value  added  in  the  United  States.  In  addition, 
components  which  become  part  of  the  property  (whether  added  to  the 
property  in  the  United  States  or  abroad)  which  originate  in  the  United 
States  and  meet  either  the  U.S.  value  added  or  completed  test  are  not 
to  be  treated  as  value  added  outside  the  United  States  in  applying  the 
50-percent  test. 

The  buyer,  of  course,  has  the  normal  obligation  of  establishing  for 
tax  purposes  that  the  property  qualifies  for  the  credit.  It  is  expected 
that  when  there  is  doubt  in  the  minds  of  the  buyers  whether  properties 
qualify  for  the  investment  credit  because  of  this  provision,  they  will 
seek  warranties  from  sellers.  Thus,  in  such  cases  if  the  property  should 
prove  not  to  be  eligible  for  the  credit  because  of  its  foreign  content, 
the  seller  would  recompense  the  buyer  for  any  loss  of  the  investment 
credit.  This  would  operate  as  a  result  of  general  contract  law,  however, 
rather  than  as  a  result  of  tax  law. 

To  prevent  the  application  of  this  limitation  on  the  credit  in  situa- 
tions where  it  is  appropriate  to  make  the  credit  available  with  respect 
to  a  type  or  class  of  foreign-produced  articles  because  of  other  over- 
riding considerations,  the  Act  provides  the  President  with  authority 
to  waive  (by  Executive  order)  the  limitation  for  an  article  or  class 
of  articles,  if  he  determines  that  it  is  not  in  the  public  interest  for  the 
property  to  be  denied  the  credit.  The  Congress  has  clarified  the  fact 
that  the  President  may  also  exercise  this  authority  with  respect  to 
an  article  or  class  of  articles  manufactured  or  produced  in  a  foreign 
country. 

Generally,  under  the  Act,  a  determination  by  the  President  under 
this  authority  is  to  apply  to  property  ordered  on  or  after  (or  to  prop- 
erty the  construction  of  which  was  begun  on  or  after)  the  issuance 
of  the  Executive  order.  The  Congress  does  not  believe  it  is  appropriate 
to  restrict  the  President  to  terminating  the  limitation  on  the  credit 
only  prospectively,  since  there  may  be  situations  where  prior  to  the 
date  of  the  issuance  of  the  Executive  order  it  would  be  in  the  public 
interest  that  the  credit  not  be  denied.  For  this  reason,  the  Act  provides 
that  the  President  may  terminate  the  limitation  for  periods  which  are 
prior  to  the  date  of  the  Executive  order  and  after  August  15,  1971, 
when  he  finds  this  is  in  the  public  interest. 
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The  types  of  situations  iii  which  the  President  may  find  that  it  is  in 
the  public  interest  to  waive  the  limitation  include  those :  (1)  where  the 
U.S.  market  for  a  particular  type  of  item  tends  toward  a  monopolistic 
one  (i.e.,  is  dominated  by  one  or  two  domestic  producers) ;  (2)  where 
there  are  practically  no  U.S.  manufacturers  of  the  type  of  products  in- 
volved and  substantially  all  items  of  these  types  are  imported;  (3) 
where  the  foreign  producer  of  an  item  can  show  that  it  is  seeking  to 
develop  a  market  in  the  United  States  prior  to  transferring  the  manu- 
facturing operations  for  the  item  to  the  United  States;  and  (4)  where 
so-called  "free-list"  nonduty  items  which  have  a  long  history  of  free 
trade  (such  as  farm  machinery)  are  involved. 

Congress  concluded  that  it  was  inappropriate  to  limit  the  applica- 
tion of  the  four  exceptions  referred  to  above  where  there  had  previ- 
ously been  a  significant  decrease  in  the  domestic  production  for  the 
article  in  question  (or  substantially  similar  article).  The  application 
of  such  a  rule  would  be  difficult  to  apply  administratively  and  could 
result  in  undesirable  consequences  with  respect  to  domestic  consumers, 
where,  for  example,  this  would  perpetuate  a  situation  tending  toward 
monopoly. 

Jf.  Definition  of  section  38  property  {sec.  lOJf.  of  the  Act  and  sec.  4-8  of 
the  code) 

Storage  facilities  and  special  purpose  structures. — As  was  the  case 
when  the  investment  credit  was  previously  in  effect,  buildings  and 
their  structural  components  do  not  qualify  for  the  credit.  However, 
storage  facilities  used  by  the  taxpayer  in  connection  with  manufactur- 
ing, production,  extraction,  or  the  fumisliing  of  transportation,  com- 
munications, electrical  energy,  gas,  water,  or  sewage  disposal  services, 
are  eligible  for  the  credit. 

Since  the  Internal  Eevenue  Service  has  encountered  significant  dif- 
ficulties interpreting  this  provision,  the  Congress  believed  it  was  de- 
sirable to  clarify  the  la.w  regarding  th©  types  of  storage  facilities, 
and  other  special  purpose  facilities,  which  are  entitled  to  the  credit. 

The  Act  specifically  provides  that  property  eligible  for  the  invest- 
ment credit  includes  a  facility,  used  in  connection  with  any  of  the 
activities  referred  to  above  (specified  in  sec.  48(a)(l)(B)(i))  for 
the  bulk  storage  of  fungible  commodities  (including  commodities  in 
a  liquid  or  gaseous  state) . 

For  a  "storage"  facility  to  be  eligible  for  the  credit,  it  must  be  used 
principally  as  a  storage  facility.  Thus,  if  the  facility  has  a  work  area  in 
which  more  than  a  de  minimis  amount  of  processing  and  handling  of 
the  stored  com-modities  can  be  carried  on,  it  will  not  be  considered  to  be 
used  principally  as  a  storage  facility.  If,  however,  the  facility  has  an 
area  for  the  housing  of  equipment  directly  related  to  the  storage  of  the 
commodity,  it  will  not  be  ineligible  for  treatment  as  a  qualifying  stor- 
age facility. 

The  Act  has  reference  to  facilities  which  are  used  for  the  Indk 
storage  of  fungible  commodities.  Bulk  storage  has  reference  to  the 
keeping  of  a  commodity  in  a  large  mass  prior  to  its  consumption  or 
utilization.  The  commodity  stored  must  be  fungible  in  nature ;  that  is, 
of  such  a  nature  that  one  part  may  be  used  in  place  of  another. 

The  term  "building"  is  not  intended  to  include  a  stnicture  which 
houses  property  used  as  an  integral  part  of  a  manufacturing  or  pro- 
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duction  activity  (or  other  activity  referred  to  in  sec.  48  (a)  (1)  (B)  (i) ) 
if  the  use  of  the  structure  is  so  closely  related  to  the  use  of  the  equip- 
ment it  houses  that  the  structure  clearly  can  be  expected  to  be  replaced 
when  the  property  it  houses  is  replaced.  Factors  which  would  tend  to 
indicate  that  a  structure  is  closely  related  to  the  use  of  the  equipment 
include  the  fact  as  to  wheither  the  structure  has  been  specifically  de- 
signed to  provide  for  the  stress  and  other  demands  of  the  equipment 
which  the  structure  houses  and  the  fact  as  to  whether  the  structure 
could  not  be  economically  used  for  other  purposes. 

One  example  of  a  type  of  structure  closely  related  to  the  product  it 
houses  which  was  called  to  the  attention  of  Congress  is  a  unitary  sys- 
tem for  raising  hogs  which  includes  automatic  feed  systems,  special 
airflow  units,  slatted  flooring,  pens  and  partitions.  The  structure  which 
can  be  added  to,  accordmg  to  the  number  of  hogs  raised,  is  no  more 
than  a  cover  and  way  of  tying  together  the  specially  designed  pens, 
automatic  feed  systems,  etc.  There  is  no  other  practical  use  for  the 
structure  and  it  can,  therefore,  be  expected  to  be  used  only  so  long  as 
the  equipment  it  houses  is  used.  Such  a  structure  would  be  eligible  for 
an  investment  credit. 

A  gasoline  storage  tank  which  is  placed  below  the  ground  is,  like  a 
gasoline  storage  tank  located  above  the  ground,  to  be  treated  as  tangi- 
ble personal  property  eligible  for  the  investment  credit. 

Submarine  telephone  cables. — As  was  the  case  when  the  invest- 
ment credit  Avas  previously  in  effect,  the  Act  providp.s  that  the  in- 
vestment credit  generally  is  unavailable  for  property  used  predomi- 
nantly outside  the  United  States.  In  the  case  of  submarine  telephone 
cables,  no  exception  to  the  general  rule  was  included  in  prior  law.^ 

The  maintenance  of  a  satisfactory  competitive  position  by  domestic 
telephone  companies  furnishing  overseas  telephone  service  requires 
that  the  investment  credit  be  made  available  v/ith  re^Dect  to  such 
companies'  interests  in  submarine  cables.  This  position  is  also  supported 
by  the  fact  that  cables  used  for  such  service  are  generally  not  em- 
ployed to  furnish  telephone  service  between  foreigTi  points;  they  are 
generally  used  only  to  furnish  service  between  the  United  States  and 
a  foreign  point. 

The  Act,  therefore,  provides  that  the  credit  is  to  be  available  for 
any  cable  or  interest  therein  of  a  domestic  corporation  engaged  in 
furnishing  telephone  service  (of  a  type  described  in  the  definition  of 
public  utility  property)  if  it  is  part  of  a  submarine  cable  system  con- 
stituting part  of  a  communication  link  exclusively  between  the  United 
States  and  one  or  more  foreign  countries.  This  provision  also  is  to  in- 
clude any  cable  or  interest  therein  of  a  wholly  owned  domestic  sub- 
sidiary of  such  a  corporation.  ISTo  inference  is  to  be  drawn,  as  a  result 
of  this  Act,  as  to  the  treatment  of  such  submarine  telephone  cable 
under  prior  provisions  relating  tO'  the  investment  credit. 

Coin  operated  machines  in  lodging  facilities. — As  was  the  case  when 
the  credit  was  previously  in  effect,  property  used  in  connection  with 
the  furnishing  of  lodging  is  not  eligible  for  the  credit,  unless  the 

1  The  only  published  position  of  the  Internal  Revenue  Service  (Rev.  Rul.  69-2,  1969-1 
C.B.  25)  concerning  the  applicability  of  this  limitation  to  submarine  cables  held  that  in 
the  case  of  a  cable  extending  between  the  continental  United  States  and  Hawaii,  since 
both  terminal  points  of  the  cable  were  in  the  United  States,  the  entire  cable  was  used  in 
the  United  States  and  so  was  eligible  for  the  credit.  That  ruling  did  not  consider  the  ap- 
plication of  the  foreign  use  limitation  in  the  ease  of  cables  extending  between  the  United 
States  and  foreign  points. 

86-514—72 3 


28 


a 


» 


property  is  a  nonlodging  commercial  facility  available  to  persons  not 
using  the  lodging  facility  on  the  same  basis  as  it  is  available  to  persons 
using  the  lodging  facility.  This  was  interpreted  to  allow  the  credit  for 
vending  machines,  but  not  for  coin-operated  laundry  machines,  in 
apartment  buildings. 

Congress  concluded  that  it  was  not  appropriate  to  draw  a  distinction 
between  these  two  types  of  coin  operated  equipment.  Furthermore, 
the  operation  of  the  laundry  machines  in  the  lodging  facility  might 
well  be  in  competition  with  the  operation  of  similar  machines  in  a 
local  laundromat  which  would  be  entitled  to  the  credit  with  respect 
to  its  machines.  To  remove  this  inequity  the  Act  provided  that  coin 
operated  washing  machines  and  driers,  as  well  as  coin-operated  vend- 
ing machines  generally,  are  to  be  eligible  for  the  credit  (i.e.,  are  not 
withm  the  exclusion  from  eligibility  provided  for  property  used  to 
furnish  lodging  or  in  connection  with  the  furnishing  of  lodging) . 

Comsat. — T^^ien  the  credit  was  previously  in  effect,  property  was 
not  eligible  for  the  credit  if  it  was  used  by  an  international  organiza- 
tion or  any  agency  or  instrumentalitv  of  such  an  organization  ^r  if  it 
was  used  predominantly  outside  the  United  States.  The  application  of 
these  rules  was  unclear  in  the  case  of  contributions  by  the  Communi- 
cations Satellite  Corporation  (Comsat)  to  the  program  of  the  Inter- 
national Telecommunications  Satellite  Consortium  (Intelsat)  in 
orbiting  space  satellites.  Comsat  is  the  United  States  participant  in 
the  Intelsat  joint  venture  formed  under  1964  international  arrange- 
ments to  establish  a  global  commmiications  system.  Under  the  1964 
arrangements,  the  participants  in  Intelsat  own  the  space  segment 
(primarily  satellites)  of  the  satellite  system  in  the  form  of  undivided 
shares  based  on  their  respective  contributions  to  the  cost  of  the  space 
segment.  Under  recently  negotiated  arrangements  signed  by  the 
United  States  and  Comsat  on  August  20,  1971,  Intelsat  will  itself  own 
the  space  segment. 

Congress  believed  that  exclusion  of  these  communications  satellites 
from  the  credit  would  tend  to  frustrate  Congress'  purpose  in  the  Com- 
munications Satellite  Act  of  1962  to  establish,  "in  cooperation  with 
other  countries,  as  expeditiously  as  practicable  a  commercial  commu- 
nications satellite  system"  (47  U.S.C.  701(a)).  As  a  result,  the  Act 
provides  that  the  use  of  property  by  Intelsat  is  not  to  disqualify  the 
property  from  the  credit  insofar  as  the  portion  represented  bv  the 
interest  of  Comsat  is  concerned.  In  addition,  it  is  provided  that  com- 
munications satellites  (as  defined  in  section  103(3)  of  the  Commmii- 
cations Satellite  Act  of  1962)  are  not  to  be  disqualified  from  th^  credit 
on  tlie  basis  that  they  are  used  outside  the  United  States 

The  communication  operations  of  Comsat  are  includable  within 
the  prior  law  s  term  "telephone  services,"  but  no  implication  is  in- 
tended that  Comsat's  property  should  be  so  characterized  for  anv 
other  purpose.  -^ 

DrilUng^  equiptizent  used  in  international  or  territorial  loaters  — 
femce  the  inception  of  the  investment  credit  in  1962  it  has  been  o-en- 
erally  provided  that  property  which  is  used  predominantlv  outlide 
tlie  United  States  is  not  eligible  for  the  investment  credit,  men  the 
credit  was  previously  in  effect  the  law  contained  an  exception  for 
property  of  a  United  States  person  which  is  used  for  the  purpose 
o±  exploring  for,  developing  or  transporting  resources,  from  the  outer 
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Continental  Shelf.  Under  the  exception  a  credit  would  not,  however, 
be  available  for  drilling  equipment,  rigs,  and  barges  which  are  used 
by  United  States  persons  in  foreign  drilling  operations  (which  are 
off  the  outer  Continental  Shelf) . 

In  view  of  the  fact  that  a  substantial  amount  of  offshore  drilling 
activities  are,  in  the  years  to  come,  to  be  taking  place  in  foreign 
waters  and  because  it  is  increasingly  important  to  discover  and  develop 
natural  resource  reserves,  the  Act  provides  that  equipment  of  this 
type  is  to  be  eligible  for  the  credit. 

Under  the  Act,  therefore,  the  provision  dealing  with  property  used 
for  the  purpose  of  exploring  for,  developing,  removing,  or  transport- 
ing resources  from  the  outer  Continental  Shelf  is  expanded  to  include 
any  property  (other  than  a  vessel  or  an  aircraft)  of  a  U.S.  person 
which  is  used  in  international  or  territorial  waters  for  the  purpose 
of  exploring  for,  developing,  removing,  or  transporting  natural  re- 
sources derived  from  ocean  waters  or  submarine  deposits.  Certain 
types  of  drilling  rigs  used  for  these  purposes  have,  under  prior  rulings, 
been  held  to  be  eligible  for  the  investment  credit  as  documented 
vessels.  No  change  is  intended  to  be  made,  as  a  result  of  this  Act,  in 
the  status  of  such  rigs. 

Livestock. — In  the  past  the  investment  credit  generally  was  avail- 
able for  any  depreciable  tangible  personal  property  subject  to  the 
depreciation  recapture  rules.  Prior  to  1969,  however,  the  depreciation 
recapture  rules  did  not  apply  to  livestock.  In  1969,  livestock  was 
placed  in  the  same  position  as  other  types  of  business  property  in  that 
it  was  made  subject  to  the  depreciation  recapture  rules.  The  Act 
provides,  therefore,  that  livestock  is  to  be  eligible  for  the  credit. 

The  Act  provides  two  special  rules  in  the  case  of  livestock.  First, 
the  Act  provides  that  hoi'ses  (whether  used  for  racing  or  other  pur- 
poses) are  not  to  be  treated  as  property  eligible  for  the  credit,  since 
Congress  did  not  believe  it  was  necessary  to  provide  an  incentive  to 
investments  of  this  type.  Second,  in  order  to  ]3revent  taxpayers  from 
creating  a  tax  shelter  of  artificial  credits  by  disposing  of  raised  live- 
stock, with  little  or  no  cost  or  other  basis,  and  then  acquiring  sub- 
stantially similar  livestock  with  the  intent  of  obtaining  the  credit  for 
the  acquired  livestock,  the  Act  contains  a  rule  that  is  analogous  to 
the  provisions  in  present  law  dealing  with  wash  sales  of  stock  or 
securities. 

Under  this  provision,  if  substantially  identical  livestock  has  been 
sold,  or  otherwise  disposed  of,  by  the  taxpayer  during  a  one-year 
period  beginning  6  months  before  he  acquires  other  livestock,  the 
cost  on  the  acquired  livestock  is  to  be  reduced  by  the  amount  realized 
on  the  sale  of  the  substantially  identical  livestock.  This  rule  is  not  to 
be  applicable,  however,  if  there  is  an  investment  credit  recapture  upon 
the  disposition  of  the  substantially  identical  livestock.  In  determining 
whether  the  livestock  sold  is  substantially  identical  to  the  livestock 
acquired  by  the  taxpayer,  the  age  of  the  livestock  and  use  to  which 
the  livestock  is  put  are  to  be  considered  as  significant  factors.  For 
example,  if  a  taxpayer  disposes  of  a  cow  used  for  breeding  purposes 
and  within  6  months  acquires  another  cow  of  approximately  the  same 
age  to  be  used  for  breeding  purposes,  the  qualified  investment  attribut- 
able to  the  acquired  cow  is  to  be  computed  by  reducing  the  cost  of  the 
acquired  cow  by  the  amount  realized  on  the  prior  sale.  If,  however, 
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the  livestock  disposed  of  is  not  suitable  for  continuing  use  as  breeding 
stock  at  the  time  it  is  sold,  it  will  not  be  considered  substantially 
identical  to  livestock  which  the  taxpayer  acquires.  Similarly,  if  the 
taxpayer  sells  a  dairy  cow  that  is,  at  the  time  of  the  sale,  no  longer 
suitable  for  dairy  purposes,  the  taxpayer  will  not  be  denied  the  invest- 
ment credit  for  a  dairy  cow  which  he  acquires  to  replace  the  animal 
sold. 

If  the  livestock  disposed  of  is  substantially  identical  to  the  livestock 
acquired  by  the  taxpayer  during  the  one-year  period,  the  cost  taken 
into  accovuit  in  computing  the  investment  credit  is  to  be  reduced  by 
the  amount  realized  on  the  sale.  Thus,  if  the  taxpayer  sells  a  portion 
of  a  breeding  cattle  herd  for  a  total  of  $50,000,  and  witliin  3  months 
acquires  other  substantially  identical  breeding  cattle  for  $85,000,  the 
cost  with  respect  to  this  acquisition  will  be  reduced  to  $35,000.  The 
earliest  sales  of  substantially  identical  livestock  within  the  one-year 
period  are  to  be  applied  first  in  reducing  cost  of  an  acquisition.  Once 
the  amount  realized  on  a  sale  has  been  taken  into  account  in  reducing 
the  cost  of  an  acquisition,  however,  it  is  not  to  be  again  taken  into 
account  for  this  purpose  with  respect  to  a  subsequent  acquisition.  It  is 
intended  that  the  rule  for  replacement  livestock  is  not  to  apply  if  the 
replacement  is  due  to  an  involuntary  conversion  (including  an  invol- 
untary conversion  on  account  of  disease  or  drought  to  the  extent  pro- 
vided in  section  1033  of  the  Code) . 

In  determining  whether  livestock  acquired  by  a  taxpayer  is  new  or 
used  property  for  purposes  of  the  credit,  it  is  intended  that  live- 
stock be  treated  in  a  manner  consistent  with  that  provided  in  the 
Treasury  regulations  for  other  types  of  property.  Property  is  con- 
sidered new  property  for  purposes  of  the  credit  if  its  original  use 
commences  with  the  taxpayer.  The  reg-ulations  provide  that  the  term 
''original  use"  means  the  first  use  to  which  the  property  is  placed, 
whether  or  not  the  use  corresponds  to  the  use  of  the  property  by  the 
taxpayer.  However,  where  the  property  qualifies  as  a  breeding  or  dairy 
animal,  it  will  normally  be  regarded  as  a  new  article  at  the  time  it  is 
first  used  for  these  purposes,  that  is,  at  the  time  its  suitability  is  estab- 
lished by  the  bearing  of  a  calf  or  the  giving  of  milk,  assuming  it  has 
not  been  used  for  other  purposes  prior  to  that  time.  On  the  other  hand, 
if  a  cow  has  been  used  for  dairy  purposes  and  later  is  used  for  breeding 
purposes,  it  will  not  be  "new"  property  when  first  used  for  breeding 
purposes. 

Amortized  "proferty. — ^^Vhen  the  credit  was  previously  in  effect, 
various  rules  were  provided  regarding  the  availability  of  the  credit 
for  property  subject  to  special  5-year  amortization.  For  a  limited 
period  of  time  railroad  rolling  stock,  expenditures  for  rehabilitating 
low-income  housing,  and  certain  coal  mine  safety  equipment  were 
eligible  for  a  special  5-year  amortization  provision  as  well  as  for  the 
credit.  On  the  other  hand,  the  credit  was  denied  to  expenditures  for 
pollution  control  facilities  subject  to  special  5-year  amortization. 

These  special  amortization  provisions  were  enacted  as  part  of  the 
Tax  Reform  Act  of  1969  which  also  repealed  the  investment  tax 
credit.  Moreover,  in  large  measure  these  amortization  ]iro visions  were 
intended  as  a  substitute  for  the  investment  credit  then  being  repealed. 
In  view  of  the  reinstatement  of  the  credit,  Congress  believed  that 
it  was  not  appropriate  to  provide  both  the  credit  and  special  5-year 
amortization  with  respect  to  the  same  property. 
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As  a  result  the  Act  provides  that  if  the  taxpayer  elects  the  special 
5-year  amortization  provided  for  pollution  control  facilities,  railroad 
rolling  stock,  coal  mine  safety  equipment,  expenditures  for  the  rehabil- 
itation of  low-income  housing,  job  training  facilities,  or  day  care 
facilities  (the  last  two  categories  are  new  amortization  provisions 
added  by  this  Act) ,  the  property  subject  to  the  amortization  election 
is  not  to  be  eligible  for  the  credit.  (If  the  amortization  election  is 
made  subsequent  to  the  allowance  of  the  credit,  the  credit  is  to  be 
retroactively  denied  for  the  year  in  which  it  was  previously  allowed.) 
Since  in  the  case  of  pollution  control  facilities  only  the  proportion 
of  the  cost  of  the  facility  attributable  to  the  first  15  years  of  its  useful 
life  is  eligible  for  special  5-vear  amortization,  the  Act  provides  that 
the  credit  is  to  be  denied  only  for  the  portion  of  the  cost  of  a  facility 
subject  to  rapid  amortization.  Therefore,  a  taxpayer  acquiring  a 
pollution  control  facility  may  be  eligible  for  the  credit  with  respect 
to  the  cost  attributable  to  the  useful  life  in  excess  of  15  years  even 
though  he  elects  rapid  amortization  with  respect  to  the  property. 

Railroad  track. — In  1962  the  Congress  provided  that  railroad  track 
which  is  accounted  for  under  the  retirement-replacement  method  of 
accounting  for  depreciation  was  to  be  eligible  for  the  investment 
credit,  but  the  Internal  Revenue  Service  never  fully  effectuated  this 
congressional  decision.  To  clarify  congressional  intent  in  this  matter, 
the  Act  provides  that  in  the  case  of  a  railroad  (including  a  railroad 
switching  or  terminal  company),  railroad  track  replacements  (includ- 
ino-  rail,  ties,  ballast,  other  track  material  and  the  related  installation 
costs)  are  to  constitute  investment  ci^edit  property  if  the  replacement 
occurs  in  one  of  the  following  types  of  situations : 

(1)  The  replacement  is  made  pursuant  to  a  scheduled  program 
for  replacement  (generally  a  svstematic  program  covering  various 
segments  and  locations  of  a  rail  system)  ; 

(2)  The  replacement  is  made  pursuant  to  the  detection  by  a 
rail-test  car  of  specific  rail  needing  replacement; 

(8)  The  renlacement  is  made  pursuant  to  observations  of 
maintenance-of-way  personnel  in  the  field  of  rail  needing  replace- 
ment; or 

(4)  The  renlacement  is  made  as  a  result  of  a  casualty  (such  as 
a  wreck,  derailment,  or  other  interruption  in  service) . 
If  the  replacement  is  made  as  the  result  of  a  casualty,  the  replace- 
ment track  material  is  to  qualifv  as  investment  credit  propertv  only 
to  the  extent  that,  in  each  casualty,  the  qualified  investment  with  re- 
spect to  the  replacement  track  material  exi^eeds  $50,000.  The  costs  of 
removing  old  track  material  are  not  to  qualify  for  the  credit. 

Motion  picture  and  television  flms. — As  pre"\nouslv  indicated  the 
investment  credit  is  generally  available  for  depreciable  tangible  per- 
sonal property.  Questions  have  arisen,  however,  whether  motion  pic- 
ture and  television  films  are  tangible  (as  distinct  from  intangible) 
personal  property  eligible  for  the  credit.  A  court  case  decided  the  ques- 
tion iri  fnvor  of  the  taxpayer.  Cono-ress  intends  that  motion  picture 
and  TV  films  bp  treated  as  tangible  personal  property  eligible  for  the 
investment  credit. 

In  determining  the  amount  of  credit  available  with  respect  to  a 
inotion  nicture  or  TV  film,  it  is  intpnd(^d  that  all  costs  of  production 
which  tbf.  t^x^aver  rani^alizes  should  be  taken  into  account  in  deter- 
mininaf  the  basis  of  the  film. 
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Effective  dates. — In  general,  the  changes  made  by  this  section  are  to 
apply  only  to  qualifying  property.  These  changes  include  those  made 
in  the  treatment  of :  storage  facilities ;  coin-operated  machines  in  apart- 
ment buildings ;  property  used  outside  the  United  States  in  connection 
with  exploring  or  extracting  natural  resource  deposits  from  ocean 
waters  or  submarine  deposits  or  the  furnishing  of  telephone  service ; 
livestock ;  property  subject  to  special  amortization ;  and  motion  picture 
and  television  films.  With  respect  to  these  provisions,  no  inference  is 
intended  as  to  the  proper  treatment  of  these  types  of  property  under 
prior  law. 

The  changes  made  by  the  Act  regarding  the  treatment  of  Comsat 
and  railroad  track,  however,  are  intended  as  clarifying  amendments 
and  therefore  are  to  apply  to  years  ending  after  December  31,  1961. 
As  a  result,  Comsat  will  be  eligible  for  the  3 -percent  credit  of  prior 
law  and  the  4-percent  credit  provided  by  this  Act  (see  5.  Regulated 
companies^  below) . 

-5.  Regulated  coTnpanies  {sec.  105  of  the  Act  and  sees.  46 {c)  and  (e) 
of  the  code) 

In  general,  when  the  credit  was  previously  in  effect,  a  3-percent 
investment  credit  was  provided  for  public  utility  property  (in  contrast 
to  the  7-percent  credit  given  for  other  property).  Public  utility  prop- 
erty was  defined  for  this  purpose  as  property  used  predominantly  in 
the  trade  or  business  of  furnishing  or  selling  (1)  electrical  energy, 
water,  or  sewage  disposal  services,  (2)  gas  through  a  local  distribution 
system,  (3)  telephone  service,  or  (4)  domestic  telegraph  service  (if  the 
rates  for  these  services  or  items  were  established  or  approved  by  certain 
types  of  governmental  regulatory  bodies). 

As  part  of  the  Revenue  Act  of  1964  (sec.  203(e)  of  that  Act), 
Congress  provided  that,  in  the  case  of  the  investment  credit  on  public 
utility  property  (the  3-percent  property),  no  Federal  regulatory 
agency  could  "flow  through"  the  credit  to  income  more  rapidly  than 
ratably  over  the  useful  life  of  the  property.  In  the  case  of  any  other 
regulated  company's  property  (the  7-percent  property — chiefly,  the 
interstate  gas  pipelines),  no  Federal  regulatory  agency  could  flow 
through  to  income  any  part  of  the  credit.  In  each  of  these  categories, 
flowthrough  was  nevertheless  permitted  if  the  company  consented. 
Where  the  company  was  earning  the  maximum  allowed  by  law  or 
regulations,  this  resulted  in  flowing  through  the  tax  reduction  to  the 
company's  current  customers  in  the  form  of  lower  utility  rates. 

Reasons  for  provisions. — In  restoring  the  investment  credit,  the  Con- 
gress concluded  that  it  was  appropriate  to  increase  somewhat  the  credit 
previously  available  for  regulated  companies.  As  indicated  above,  the 
rate  for  most  public  utility  property  when  the  credit  was  previously 
in  effect  was  3  percent.  The  Act  raises  the  rate  for  public  utility  prop- 
erty to  4  percent.  In  part,  this  is  provided  because  of  the  increasing 
problem  many  utilities  are  encountering  in  raising  the  capital  required 
for  modernization  and  expansion.  Additionally,  the  regulated  com- 
panies are  encountering  increased  competition  from  other  regulated 
companies  and,  in  the  case  of  many  of  their  products,  from  unregulated 
companies  as  well.  In  view  of  these  factors,  the  Congress  concluded 
that  it  was  appropriate  to  lessen  the  difference  between  the  credit  al- 
lowable for  public  utilities  and  for  taxpayers  generally.  In  order  to 
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equalize  the  treatment  of  regulated  companies  in  substantial  competi- 
tion with  each  other,  changes  have  been  made  in  the  categories  of  regu- 
lated property  to  which  the  4-percent  credit— as  distinct  from  the  7- 
percent  credit — is  to  be  available.  Additionally,  the  Act  limits  to  4 
percent  the  credit  provided  for  certain  property  used  in  competition 
with  public  utility  property,  even  though  such  property  is  used  by 
unregulated  taxpayers. 

To  permit  all  of  the  benefits  of  the  credit  to  be  flowed  through  to 
the  consumer  currently  could  have  an  impact  on  revenues  which  is 
approximately  twice  that  applicable  in  other  cases.  Moreover,  the  basic 
purpose  of  the  investment  credit  is  not  an  allocation  of  resources  in 
order  to  stimulate  consumption  of  any  particular  type  of  product  or 
service.  For  these  reasons,  as  a  general  rule,  the  Act  does  not  make  the 
credit  available  where  all  of  the  benefit  from  it  would  be  flowed 
through  currently  to  the  consumers.  There  are  a  limited  number  of 
cases,  however,  where  a  regulated  company  particularly  needs  to  main- 
tam  a  low  rate  for  consumers,  and  has  under  prior  laws  flowed  the 
benefits  of  fast  depreciation  through  currently  to  the  consimiers.  In 
these  cases  alone,  the  Act  makes  the  credit  available  even  though  the 
company  elects  to  flow  through  the  credit  currently  to  the  consumers. 
In  all  other  cases,  the  credit  is  made  available  only  where  there  is 
assurance  that  at  least  some  of  the  benefit  will  go  to  the  investors. 

In  restoring  the  investment  credit  for  public  utility  property  of 
regulated  companies,  the  Congress  gave  careful  consideration  to  the 
impact  of  this  credit  on  ratemaking  decisions.  Although  there  are  many 
different  ways  of  treating  the  credit  for  ratemaking  purposes,  the  Con- 
gress, in  general,  believed  that  it  was  appropriate  to  permit  the  regula- 
tory agencies,  where  they  conclude  it  is  necessary,  to  divide  the  benefits 
of  the  credit  between  the  customers  of  the  regulated  industries  and 
the  investors  in  the  regulated  industries.  The  Congress  also  concluded 
that  where  a  regulated  company  furnishes  steain  through  a  local  dis- 
tribution system  or  gas  or  steam  by  pipeline,  it  is  appropriate  (when 
the  regulatory  agency  involved  determines  that  the  natural  domestic 
supply  of  the  product  furnished  is  insufficient  to  meet  present  and  fu- 
ture requirements  of  the  domestic  economy)  to  permit  the  entire  bene- 
fits of  the  credit  to  be  used  as  an  incentive  to  encourage  expansion  or 
at  least  maintenance  of  the  supply. 

The  Congress  believed  that  this  represents  the  best  balancing  of  the 
considerations  of  both  investors  and  customers  of  the  regulated  com- 
panies, and  the  extent  to  which  revenue  losses  may  be  permitted  at 
this  time. 

Investment  credit  rate. — As  indicated  above,  the  Act  increases  the 
credit  for  public  utility  property  to  4  percent  (i.e.,  the  amount  of  the 
qualified  investment  applicable  to  this  property  is  raised  from  three- 
sevenths  to  four-sevenths  of  the  cost  of  the  property).  The  Act  also 
provides  that,  for  the  future,  property  used  predominantly  in  furnish- 
ing or  selling  of  all  communication  services  (other  than  international 
telegraph  services)  ^  is  to  receive  the  4-percent  credit.^  Thus,  property 


1  This  is  in  addition  to  the  categories  indicated  above:  namely,  (1)  electrical  energy, 
M'ater,  and  sewage  disposal  services,  (2)  gas  through  a  local  distribution  system,  (3)  tele- 
phone service,  and  (4)  domestic  telegraph  service. 

-  Since  this  change  applies  only  to  property  eligible  for  the  new  investment  credit  under 
the  bill,  this  change  in  the  categories  of  partial-credit  property  will  not,  of  itself,  give  rise 
to  an  increase  in  tax  under  section  47(a)  (2). 
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used  in  miscellaneous  types  of  regulated  communication  services,  such 
as  data  transmission  operations,  is  to  receive  the  4-percent  rather  than 
the  7-percent  credit. 

The  Congress  decided,  with  one  limitation,  to  provide  a  full  credit 
to  international  telegraph  companies,  since  it  concluded  that  they  are 
not  properly  comparable  to  domestic  telegraph  companies  and  other 
communication  companies.  They  are  in  acti^  e  competition  with  one 
another,  rather  than  having  an  exclusive  franchise  as  in  the  case  of  the 
ordinary  utility,  and  they  compete  with  foreign  international  tele- 
graph companies,  substantially  all  of  which  are  owned  or  controlled 
by  foreign  governments,  rather  than  with  the  domestic  telegraph  or 
telephone  industry.  The  limitation  referred  to  above  provides  that 
in  the  case  of  submarine  cable  circuits  of  a  rate-regulated  interna- 
tional telegraph  company,  the  investment  credit  with  regard  to  any 
circuit  between  the  United  States  and  a  point  outside  the  United  States 
is  to  be  limited  to  so  much  of  the  interest  of  the  company  in  the  circuit 
as  does  not  exceed  50  percent  of  the  total  interests  in  the  circuit. 

The  Congress  was  impressed  by  the  trend  among  unregulated  busi- 
nesses to  install  their  own  communications  equipment  rather  than 
equipment  made  available  by  the  regulated  companies.^  The  Congress 
concluded  that,  in  order  to  avoid  having  the  renewed  investment  credit 
create  an  improper  discrimination  in  such  competition,  it  was  neces- 
sary to  equalize  the  rate  of  investm.ent  credit  available  to  the  competi- 
tors. As  a  result,  the  Congress  decided  to  limit  to  4  percent  the  credit 
for  communication  property  of  the  type  used  by  regulated  telephone 
and  microwave  communication  companies,  if  the  property  is  used  pre- 
dominantly for  communication  purposes.  Under  present  conditions, 
the  Congress  intended  that  this  rule  (the  regulated  company  rate  for 
competitive  communications  property  of  nonregulated  companies)  is 
to  apply  to  microwave  transmission  equipment,  private  communica- 
tion equipment  (other  than  land  mobile  radio  equipment  for  which 
the  operator  must  obtain  a  license  from  the  Federal  Communications 
Commission),  private  switchboard  (PBX)  equipment,  communica- 
tions terminal  equipment  connected  to  telephone  networks,  data  trans- 
mission equipment,  and  communications  satellites.  This  limitation 
would  not  applj^,  for  example,  to  computer  terminals  or  facsimile  re- 
production equipment  which  is  connected  to  telephone  lines  to  transmit 
data.  As  changes  occur  in  technology  and  in  patterns  of  regulation, 
corresponding  changes  will  follow  in  the  applicability  of  this  provision 
to  different  types  of  property. 

Treatment  of  credit  in  ratemaking. — With  regard  to  the  treatment 
of  the  credit  for  ratemaking  purposes,  the  Act  provides  three  basic 
elective  options : 

( 1 )  The  first  option  provides  that  the  investment  credit  is  not 
to  be  available  to  a  company  with  respect  to  any  of  its  public 
utility  property  if  any  part  of  the  credit  to  which  it  would  other- 
wise be  entitled  is  flowed  through  to  income ;  however,  in  this  case 
the  tax  benefits  derived  from  the  credit  may  (if  the  regulatory 
commission  so  requires)  be  used  to  reduce  the  rate  base,  provided 
this  reduction  is  restored  over  the  useful  life  of  the  property. 

(2)  The  second  option  provides  that  the  investment  credit  is 
not  to  be  available  to  a  company  with  respect  to  any  of  its  public 

s  A  landmark  in  this  field  was  the  Carterfone  decision  of  the  Federal  Communications 
Commission,  13  F.C.C.  2d  420  (1968). 


utility  property  if  the  credit  to  which  it  would  otherwise  foe  en- 
titled is  flowed  through  to  income  faster  than  ratably  over  the 
useful  life  of  the  property ;  however,  in  this  case  there  must  not 
be  any  adjustment  to  reduce  the  rate  base  if  the  credit  is  to  be 
available. 

(3)  Under  the  third  of  the  elective  options,  the  above  restric- 
tions would  not  apply  at  all. 

All  regulated  companies  are  to  be  allowed  to  choose  between  op- 
tion (1)  and  option  (2)  but  the  choice  must  be  made  within  90  days 
after  the  date  of  the  enactment  of  the  Act.  If  no  election  is  made  in 
that  time  period,  oj^tion  ( 1 )  applies. 

Option  (3)  is  to  be  available  (as  an  alternative  to  option  (1)  or 
option  (2))  only  to  a  regulated  company  with  respect  to  property 
which  is  "flow-through"  property  under  the  accelerated  depreciation 
rules  enacted  as  part  of  the  Tax  Reform  Act  of  1969.  Election  of  this 
option  also  must  be  made  within  90  days  after  the  enactment  of  the 
Act. 

Under  the  Act,  a  full-credit  regulated  company  that  is  subject  to 
the  above-described  limitations  on  flow-through  and  rate  base  adjust- 
ment and  that  has  chosen  the  first  option,  may  elect  to  have  that  option 
apply  so  as  to  forbid  any  rate  base  adjustment.  This  treatment  is  to 
apply  only  if  the  regulated  company  elects  within  90  days  after  the 
date  of  the  enactment  of  the  bill  to  have  it  apply,  and  only  if  the 
Federal  agency  that  regulates  its  rates  determines  that  the  natural 
domestic  supply  of  the  product  furnished  by  the  company  in  its  regu- 
lated business  is  insufficient  to  meet  the  present  and  future  require- 
ments of  the  domestic  economy. 

Congress  considered  a  related  aspect  of  the  flow-through  problem 
in  1969  with  respect  to  the  tax  benefits  of  accelerated  depreciation. 
There,  too,  it  was  determined  to  provide  a  general  rule  under  which 
the  tax  benefits  could  be  shared  between  investors  and  custom^ers.  An 
exception  was  provided  in  those  situations  where  a  company  was  al- 
ready flowing  through  the  tax  benefits  of  accelerated  depreciation,  in 
order  to  recognize  the  special  competitive  conditions  under  which  such 
a  company  was  operating  and  in  order  to  avoid  precipitating  an  in- 
crease in  utility  costs  to  such  a  company's  customers.  Property  of  these 
reg-ulated  companies  (to  which  sec.  167(1)  (2)  (C)  applies)  is  eligible 
for  option  (3)  if  an  election  is  made. 

Although  the  depreciation  problem  is  in  many  respects  similar  to 
the  matter  considered  in  the  Act,  it  is  not  identical.  Nevertheless,  the 
result  of  this  Act — generally  permitting  regulatory  agencies  to  share 
the  benefits  of  the  credit  between  investors  and  customers  where 
appropriate — is  essentially  similar  to  the  result  of  the  1969  deprecia- 
tion legislation. 

The  options  described  above,  regarding  flow-through  and  rate  base 
adjustments,  are  to  apply  to  property  which  is  eligible  for  the  4-per- 
cent credit  and  also  to  property  eligible  for  the  7-percent  credit  which 
is  used  for  local  steam  distribution  or  for  gas  or  steam  transportation 
by  pipeline. 

In  determining  the  period  of  time  over  which  the  investment  credit 
may  be  ratably  flowed  through  or  over  which  any  rate  base  adjustment 
must  be  amortized,  reference  is  to  be  made  to  the  period  of  time  on  the 
basis  of  which  depreciation  expense  is  computed  on  the  company's  reg- 
ulated books  of  account,  and  not  to  the  useful  life  used  for  depreciation 
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under  the  Internal  Eeveniie  Code.  A  ratable  method  of  flowing  through 
or  amortizing  is  to  include  a  method  in  which  equal  amounts  are  allo- 
cated to  equal  time  periods,  equal  units  of  production,  or  machine 
hours.  Composite  lives  and  other  averaging  methods  may  be  used 
where  appropriate  and  in  accordance  with  regulations. 

In  determining  whether  or  to  What  extent  a  credit  reduces  cost  of 
service,  i.e.,  has  been  flowed  through  to  income,  reference  is  to  be  made 
to  any  accounting  treatment  that  can  affect  cost  of  service.*  One  usual 
method  of  flowing  through  the  investment  credit  is  to  reduce  the 
amount  of  Federal  income  tax  taken  into  account.  Another  method 
of  flowing  throug'h  the  investment  credit  is  to  reduce,  by  the  amount  of 
the  credit,  the  depreciable  basis  of  the  property  on  the  regulated  books 
of  account. 

In  determining  whether  or  to  what  extent  a  credit  has  been  used  to 
reduce  the  rate  base,  reference  is  to  be  made  to  any  accounting  treat- 
merit  that  can  affect  the  company's  permitted  profit  on  investment  by 
treating  the  credit  in  any  way  other  than  as  though  it  had  been  con- 
tributed by  the  company's  common  shareholders.  For  example,  if  the 
"cosit  of  capital"  rate  assigned  to  the  credit  is  less  than  that  assigned 
to  common  shareholders'  investment,  that  would  be  treated  as,  in  effect, 
a  rate  base  adjustment. 

In  the  case  of  the  second  option  (ratable  flow-through  and  no  rate 
base  adjustment)  the  Congress  determined  to  assure  that  the  purpose 
of  the  provision  is  not  avoided  by  flowing  through  the  entire  credit 
to  non-operating  income  (thereby  increasing  earnings  per  share  even 
though  the  regulated  company  adheres  to  ratable  flow-through  in  de- 
termining cost  of  service  for  ratemaking  purposes) .  It  might  be  argued 
that  in  this  manner  the  credit  could  be  used  to  reduce  a  companj^'s 
authorized  rate  of  return  and  thereby  achieve  an  effect  similar  to  that 
which  would  occur  had  the  entire  credit  been  currently  flowed  through 
to  reduce  cost  of  service  for  ratemaking  purposes.  To  make  it  clear 
that  this  result  is  not  intended,  the  second  option  provides  that  cost 
of  service,  as  reflected  in  a  company's  regulated  books  of  account,  may 
not  be  reduced  by  more  than  a  ratable  portion  of  the  credit.  In  such 
a  case,  the  agency  may  not  require  the  company  to  treat  the  investment 
credit  in  its  reports  to  shareholders,  or  to  the  public,  in  anv  way  dif- 
ferent from  the  way  the  company  treats  the  investment  credit  for  rate- 
making  purposes. 

These  rules  replace  the  1964  Eevenue  Act  rules  (sec.  203(e)  of  that 
Act) ,  described  above. 

Prior  law  (unchanged  by  the  Act  in  this  respect)  includes  in  the 
definition  of  public  utilitv  property  the  requirement  that  the  rates 
for  furnishing  or  selling  the  enumerated  services  or  products  are  "es- 
tablished or  approved"  by  a  governmental  unit.  It  has  been  pointed 
out  that  in  the  case  of  many  utilities  whose  7^roperty  has  been  treated  as 
public  utility  property  under  prior  law,  there  is  no  affirmative  gov- 
ernmental action  in  establishing  or  approving  rates.  Rather,  rates  are 
often  established  merely  by  the  filing  of  a  tariff  with  the  appropriate 
regulatory  agency,  followed  by  no  suspension  of  the  tariff  bv  the 
agency.  In  order  to  prevent  dispute  as  to  whether  the  property  of  such 
a  company  is  public  utility  property,  the  Congress  desired  to  make  it 

*  Although  the  technical  term,  "cost  of  service"  Includes  the  cost  of  common  stock 
investment  (that  is,  the  cost  of  capital  rate  assigned  to  such  Investment,  times  the  amount 
of  such  Investment),  the  rule  of  the  first  option — permitting  a  rate  base  reduction  if  it  is 
ratably  restored — overrides  the  flat  rule  prohibiting  any  reduction  of  cost  of  service. 
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clear  that  the  definition  of  public  utility  property  includes  property 
of  companies  whose  rates  are  subject  to  the  jurisdiction  of  the  regula- 
tory agencies  referred  to  in  the  statute,  whether  or  not  the  agency  gen- 
erally leaves  undisturbed  the  rates  filed  by  the  company. 

The  Act  provides  the  Secretary  or  his  delegate  with  authority  to 
deal  with  those  situations  under  which  the  literal  application  of  the 
provisions  of  these  rules  does  not  carry  out  the  purposes  of  this  subsec- 
tion. This  regulatory  authority  is  identical,  within  its  sphere,  to  the 
authority  granted  mider  the  Tax  Reform  Act  of  1969  in  the  case  of 
the  treatment  of  accelerated  depreciation  by  regulated  industries.  For 
example,  if  a  single  company  operates  within  the  jurisdiction  of 
several  regulatory  agencies  and  one  of  those  agencies  requires  the  com- 
pany to  exceed  the  permitted  cost  of  service  or  rate  base  adjustment 
(see  discussion  of  the  various  options  in  such  matters,  above) ,  then  the 
sanction  of  the  Act  (loss  of  the  investment  credit)  is  to  apply  only  to 
property  sub j ect  to  the  j urisdiction  of  that  agency. 

Under  the  Act,  if  a  regulatory  agency  flows  through  a  company's  in- 
vestment credit  at  a  rate  faster  than  permitted,  or  insists  upon  a  great- 
er rate  base  adjustment  than  is  permitted  under  the  applicable  option, 
then  that  company  would  not  be  allowed  to  take  any  investment  credit 
for  the  appropriate  period,  as  described  below.  The  limitations  of  the 
applicable  option  would  have  to  be  met  in  the  first  final  determination 
put  into  effect  after  the  date  of  the  enactment  of  the  Act  (December 
10,  1971),  and  in  every  determination  (whether  or  not  final)  there- 
after. In  other  v/ords,  a  sanction  would  not  be  applied  merely  because 
a  prior  order  (for  example,  one  issued  in  1968)  required  excessive 
flow-through  or  rate  base  adjustments.  If  the  first  order  as  to  a  com- 
pany after  December  10,  1971,  is  inconsistent  with  the  limitations  of 
the  applicable  option,  it  would  result  in  disallowance  when  the  order 
had  been  affirmed  through  the  appellate  process  or  the  company  had 
let  its  right  of  appeal  expire,  and  the  order  had  been  put  into  effect. 
If  the  first  final  order  after  December  10,  1971,  is  consistent  with  the 
limitations  of  the  applicable  option,  then  the  sanction  of  the  Act  is 
not  to  apply  until  an  order  is  put  into  effect  which  is  inconsistent  with 
limitations  of  the  applicable  option. 

After  the  first  final  determination  has  been  issued,  the  provisions 
of  the  Act  are  to  be  tested  against  any  determination  that  affects  the 
rates  to  be  charged  by  the  regulated  company  or  the  manner  in  which 
the  regulated  company  maintains  its  books  of  account. 

If  an  order  is  inconsistent  with  limitations  of  the  applicable  option, 
then  under  the  Act  all  investment  credit  provided  by  the  Act  (i.e.,  the 
investment  credit  for  property  described  in  sec.  50)  is  to  be  disallowed 
for  taxable  years  which  are  open  on  the  date  the  order  is  put  into 
effect.  Also,  the  credit  will  be  disallowed  as  to  property  placed  in  serv- 
ice thereafter,  until  a  new  order  (affecting  rates  or  the  regulated  books 
of  account)  is  put  into  effect,  if  that  new  order  cures  the  "inconsis- 
tencies" of  the  previous  outstanding  orders. 

An  order  is  "put  into  effect,"  for  these  purposes,  on  the  later  of  (1) 
the  date  of  its  issuance  (or,  in  the  case  of  a  final  order,  on  the  date 
it  becomes  final)  or  (2)  the  date  when  it  becomes  operative.  Thus,  an 
order  issued  on  January  1,  1973,  requiring  a  company  to  make  a  rate 
change  on  July  1,  1973,  is  put  into  effect  on  the  latter  date.  On  the 
other  hand,  if  the  January  1, 1973,  order  requires  a  rate  change  retro- 
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active  to  July  1,  1972,  the  order  is  treated  as  put  into  effect  on  Jan- 
uary 1, 1973. 

The  Congress  hopes  that  these  sanctions  will  not  have  to  be  im- 
posed. The  sanctions  are  intended  to  be  reasonable  in  proportion  to 
the  duration  of  the  violation  of  the  rules  set  forth  in  the  Act. 

Effective  date. — These  provisions  of  the  Act  regarding  regulated 
companies  are  to  apply  to  property,  including  pre-termination  prop- 
erty, which  qualifies  for  the  new  investment  credit. 

6.  Investment  credit  carryovers  and  carryhacks  {sec.  106  of  the  Act 
and  sec.  Jf6  of  the  code) 

The  amount  of  the  credit  previously  in  effect  a  taxpayer  could  claim 
in  a  year  generally  was  limited  to  50  percent  of  his  liability  (the  credit 
could  be  claimed  against  100  percent  of  tax  liability  up  to  $25,000). 
A  3-year  carryback  and  a  7-year  carryforward  were  provided  for 
credits  which  could  not  be  used  in  the  current  year  because  of  this  50- 
percent  limitation.  The  50-percent  limitation  for  a  year  was  applied 
first  against  the  credits  arising  in  that  year  and  then,  to  the  extent  of 
any  remaining  limitations,  to  carryovers  of  unused  credits  to  that  year. 
"Wlien  the  investment  credit  was  repealed  in  1969,  an  additional  limita- 
tion was  imposed  on  the  use  of  carryovers  of  unused  credits  to  reflect 
the  fact  that  nev/  credits  would  not  generally  arise  in  future  years  and, 
thus,  in  the  absence  of  a  limitation,  there  could  be  a  substantially 
greater  use  of  unused  credit  carryovers  which  would  have  significantly 
delayed  the  impact  of  the  repeal.  Generally,  it  was  provided  that  the 
amount  of  unused  credit  carry ,overs  which  could  be  used  in  1969  and 
later  years  could  not  exceed  20  percent  of  the  aggregate  amount  of 
carryovers  to  1969.  In  addition,  the  carryforward  period  was  extended 
to  10  years  for  credits  which  could  not  be  used  in  a  year  solely  because 
of  this  limitation. 

In  view  of  the  fact  that  the  allowance  of  a  credit  for  newly  acquired 
property  will  place  a  limit  on  the  use  of  carryovers  similar  to  that 
provided  in  prior  law,  the  Act  provides  that  the  special  20-percent 
limitation  is  not  to  be  applicable  with  respect  to  the  proportion  of  the 
year  after  August  15,  1971,  since  taxpayers  will  currently  be  generat- 
ing credits  after  that  date.  This  is  approximately  3/8ths  of  the  calen- 
dar year  1971  and  thei^efore  the  proportion  of  the  carryovers  which  is 
not  usable  in  1971  will  be  reduced  by  5/8ths  or  from  80  percent  to 
50  percent.  Comparable  adjustments  were  also  made  with  respect  to 
fiscal  year  taxpayers. 

In  addition,  it  was  brought  t,o  the  attention  of  the  Congress  that 
many  taxpayers  have  substantial  amounts  of  investment  credit  carry- 
overs which  arose  in  the  past  that  the  taxpayers  would  not  be  able  ito 
use  either  because  the  carryover  period  would  expire  or  because  credits 
arising  in  the  future  would  completely  absorb  the  50-percent  limita- 
tion which  would  prevent  the  use  of  carryovers.  The  Congress  was 
concerned  about  this  situation  since  the  desire  of  taxpayers  to  use  these 
credit  carryovers  as  quicklv  as  possible  (to  avoid  losing  them)  could 
significantly  dampen  the  stimulative  effect  of  restoring  the  investment 
credit  because  these  taxpayers  are  likely  not  to  make  investments  while 
they  have  carryovers  which  they  might  lose.  In  view  of  this,  the  Act 
provides  for  a  reversal  of  the  application  of  currently  generated  cred- 
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its  and  carryovers  ag'ainst  the  50-percent  limitation  with  respect  to 
carryovers  from  1970  and  earlier  years.  It  is  provided  that  the  50- 
percent  limitation  for  1971  or  a  later  year  is  to  be  first  absorbed  by 
carry,overs  from  pre-1971  year  to  that  year  and  then,  to  the  extent  of 
any  remaining  limitation,  by  credits  arising  in  that  year.  Also,  the 
Act  provides  that  carryovers  of  unused  credits  from  1970  and  earlier 
years  to  the  extent  they  have  not  previously  expired  are  to  be  allowed 
a  10-year,  rather  than  a  7-year,  carryforward. 

The  rules  discussed  above  do  not  apply  to  carryovers  of  unused 
credits  from  1971  and  later  years.  Accordingly,  in  a  year  after  1971, 
the  50-percent  limitation  for  the  year  is  to  be  first  absorbed  by  carry- 
overs from  the  pre-1971  years,  then  by  the  credits  generated  in  that 
year,  and  finally  by  carryovers  to  that  year  from  1971  and  later  years. 

The  removal  of  the  20-percent  limitation  is  to  apply  with  respect  to 
the  proportion  of  the  year  after  August  15,  1971.  The  changes  in  the 
order  in  which  credits  are  to  be  used  is  to  apply  with  respect  to  taxable 
years  beginning  after  December  31,  1970.  The  10-year  carryover  for 
unused  credits  arising  before  1971  is  to  apply  to  years  beginning  after 
December  31, 1970. 

7.  Treatment  of  casualties  and  certain  replacements  [sec.  107  of  the 
Act  and  sees.  4.6 {c)  and.!}7{a)  of  the  code) 

When  the  credit  was  previously  in  effect,  the  law  provided  for  the 
recapture  of  the  investment  credit  to  the  extent  property  was  disposed 
of  before  the  end  of  the  period  (that  is,  4-6,  6-8,  or  8  or  more  years 
which  the  Act  changes  to  3-5,  5-7,  or  7  or  more  years)  which  was  used 
in  determining  the  amount  of  the  credit  originally  allowed.  An  excep- 
tion to  this  recapture  rule  under  the  prior  credit  provided  that  where 
the  property  was  stolen  or  damaged  or  destroyed  by  casualty  and  re- 
placed by  property  eligible  for  the  investment  credit  there  was  no 
recapture  of  the  credit  with  respect  to  the  casualty  property  but,  in- 
stead, the  credit  for  the  replacement  property  was  reduced  by  a  com- 
parable amount.  In  addition,  when  the  investment  credit  was  repealed 
in  1969,  a  transitional  rule  w^as  added  providing  that  where  because  of 
the  termination  of  the  investment  credit,  the  taxpayer  could  not  avoid 
the  effects  of  recapture  by  acquiring  new  property  (since  the  invest- 
ment credit  at  that  time  was  no  longer  available) ,  the  recapture  rules 
were  not  to  apply. 

Congress  believed  that,  since  the  investment  credit  was  being  re- 
stored— with  the  result  that  replacement  property  is  eligible  for  the 
credit — there  is  no  i-eason  to  continue  any  exceptions  to  the  recapture 
rules.  As  a  result,  the  Act  eliminated  the  exceptions  to  the  recapture 
rules  for  casualties,  thefts,  and  other  dispositions.  This  has  the  effect 
of  treating  casualties  and  thefts  as  dispositions  and,  thus,  subjecting 
all  dispositions  to  the  recapture  rules. 

The  repeal  of  the  exception  to  the  recapture  rules  for  property  de- 
stroyed by  casualty  or  theft  applies  to  casualties  occurring  after  Au- 
gust 15,  1971.  In  the  case  of  the  provision  which  makes  the  recapture 
rules  inapplicable  where  there  is  a  i'eplacem_ent  of  the  pi-opertj^  dis- 
posed of,  the  repeal  of  this  provision  applies  if  the  replacement  prop- 
erty is  eligible  for  the  credit  under  th^  Act.  Thus,  where  the  replace- 
ment property  is  eligible  for  the  restored  credit,  the  property  disposed 
of  (which  it  replaces)  is  to  be  subject  to  the  recapture  rules. 
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8.  Availahility  of  credit  to  certain  lessors  {sec.  JOS  of  the  Act  and  sec. 
46 (d)  of  the  code) 

When  the  credit  was  previously  in  effect,  a  lessor  of  investment  credit 
property  was  entitled  to  the  credit  with  respect  to  the  property.  It  also 
was  provided  that  the  lessor  could  elect,  with  respect  to  new  property, 
to  pass  the  credit  through  to  the  lessee  rather  than  claim  it  himself. 

The  CongTess  believed  that  making  the  credit  available  to  the  lessor 
was  desirable,  as  a  general  rule,  as  a  way  of  making  the  investment 
credit  useful  where  the  taxpayer  has  little  if  any  tax  liabilit3^  This  is 
because  the  benefits  of  the  credit  normally  are  passed  on,  in  large  part, 
to  the  lessee  in  the  form  of  reduced  prices.  Nevertheless,  the  Congress 
was  concerned  about  the  extent  to  which  individuals  (singly  or  as  a 
group  in  a  joint  venture)  are  able  to  utilize  the  tax  benefits  of  leasing 
transactions  (the  credit,  and  the  depreciation  and  interest  deductions) 
as  a  means  to  shelter  from  tax  a  substantial  part  of  their  other  income. 
As  a  result  of  the  Tax  Reform  Act,  these  transactions  are  less  attrac- 
tive than  before  because  the  interest  and  accelerated  depreciation  de- 
ductions are  generally  subject  to  the  minimum  tax  and  reduce  an  in- 
dividual taxpayer's  right  to  use  the  50-percent  maximum  rate  on  earned 
income.  Congress  was  concerned,  however,  that  the  restoration  of  the 
credit  could  once  again  make  leasing  arrangements  motivated  largely 
by  tax  reasons  quite  attractive.  For  this  reason  Congress  believed  that 
it  was  appropriate  to  impose  limitations  on  the  availability  of  the  in- 
vestment credit  to  individual  lessors  (and  other  noncorporate  lessors). 

The  Act  provides  that  the  credit  is  to  be  available  to  an  individual 
(or  other  noncorporate)  lessor  in  only  two  situations.  First,  if  the 
property  which  is  the  subject  matter  of  the  lease  has  been  manufac- 
tured or  produced  by  the  lessor,  the  lessor  is  not  to  be  denied  the  credit. 
The  temis  "manufacture"  and  "production"  in  this  case  include  the 
construction  or  reconstruction  of  property.  Thus,  if  two  individuals 
are  in  the  business  of  manufacturing  a  product  and  then  lease  instead 
of  sell  the  product,  they  are  not  to  be  denied  the  credit  with  respect 
to  the  product,  assuming  it  otherwise  qualifies  as  investment  credit 
property.  In  these  situations,  the  lease  arrangement  is  an  integral  part 
of  the  taxpayer's  business  and  is  not  likely  to  have  been  entered  into 
for  the  purpose  of  reducing  tax  liabilities. 

Second,  the  Act  provides,  in  general,  for  the  allowance  of  the  credit 
in  the  case  of  short-term  leases  since  in  these  cases  the  leasing  activity 
constitutes  a  business  activity  of  the  taxpayer,  rather  than  a  mere  in- 
vestment, i.e.,  a  financing  arrangement.  However,  two  conditions  must 
be  satisfied  for  the  credit  to  be  available  to  a  noncorporate  lessor  under 
this  alternative.  First,  the  terms  of  the  lease  (taking  into  account 
options  to  renew  or  extend)  must  be  less  than  50  percent  of  the  useful 
life  of  the  property  subject  to  the  lease.  The  useful  life  of  the  property 
for  this  purpose  is  the  life  used  in  determining  the  amount  of  allowable 
credit  and  for  depreciation  purposes.  Second,  for  the  first  12  months 
after  the  transfer  of  the  property  to  the  lessee,  the  sum  of  the  deduc- 
tions allowable  to  the  lessor  with  respect  to  the  leased  property  solely 
by  reason  of  section  162  (other  than  rental  payments  and  reimbursed 
expenses  with  respect  to  the  property)  must  exceed  15  percent  of  the 
rental  income  produced  by  the  property  during  the  12-month  period. 

The  limitations  also  apply  to  a  lease  of  property  by  a  partnership 
or  a  subchapter  S  corporation.  Thus,  unless  a  lease  by  a  partnership  or 
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a  subchapter  S  corporation  satisfies  either  alternative,  the  credit  will 
not  be  allowed  to  the  partners  or  the  shareholders  of  the  subchapter  S 
corporation,  as  the  case  may  be.  However,  a  corporate  partner  of  a 
partnership  is  not  to  be  denied  its  pro  rata  share  of  the  partnership's 
credit  by  reason  of  this  limitation. 

A  problem  may  arise  when  a  lessor  passes  the  credit  through  to  the 
lessee.  If  the  lease  term  is  significantly  shorter  than  the  useful  life  of 
the  property,  the  amount  of  the  credit  passed  through  to  the  lessee  is 
disproportionately  large.  To  mitigate  this  problem,  the  Act  provides 
limits  on  the  amount  of  credit  that  can  be  passed  through  to  a  lessee 
by  a  lessor  in  situations  where  the  property  (1)  is  new  section  38 
property;  (2)  has  a  class  life  (determined  under  section  167 (m))  in 
excess  of  14  years;  (3)  is  leased  for  a  period  which  is  less  than  80 
percent  of  its  class  life;  and  (4)  is  not  leased  subject  to  a  net  lease 
(within  the  meaning  of  section  57(c)  (1)).  In  this  type  of  situation, 
the  Act  provides  that  the  lessor  is  to  be  allowed  to  pass  through  to 
the  initial  lessee  of  the  property  only  that  portion  of  the  credit  which 
the  period  of  the  lease  bears  to  the  class  life  of  the  property.  The  por- 
tion of  the  credit  which  is  not  passed  through  to  the  lessee  will,  under 
this  provision,  be  available  to  the  lessor. 

The  amendments  made  by  this  section  of  the  Act  regarding  the 
allowance  of  the  credit  to  individual  lessors  are  to  apply  to  leases 
entered  into  after  September  22,  1971.  For  this  purpose,  a  lease  is  to 
be  considered  entered  into  prior  to  that  date  if  there  was  an  enforce- 
able lease  agreement  in  effect  prior  to  that  date  even  though  the 
actual  formal  lease  may  not  have  been  executed  until  after  that  date. 
The  amendments  regarding  the  pass  through  of  the  credit  to  lessees 
are  to  apply  to  leases  entered  into  after  November  8,  1971. 

9.  Basis  adjustment 

It  was  concluded  that  a  basis  adjustment  mechanism,  such  as  that 
employed  in  the  past,  should  not  be  provided  at  this  time,  in  view  of 
the  concern  that  the  investment  credit  provided  by  the  Act  have  as 
great  a  stimulative  effect  on  the  economy  as  possible.  Generally,  a 
basis  adjustment  mechanism  provides  for  a  reduction  in  the  deprecia- 
tion base  of  property  for  which  an  investment  credit  is  allowed  by  the 
amount  of  the  credit,  and  it  would  be  necessary  to  provide  a  larger 
credit  subject  to  a  basis  adjustment  to  obtain  the  same  overall  stimula- 
tive effect.  The  Committee  on  Ways  and  Means  and  the  Committee 
on  Finance  have  requested  their  staffs  and  the  staffs  of  the  Treasury 
Department  and  the  Joint  Committee  on  Internal  Revenue  Taxation 
to  study  and  develop  a  basis  adjustment  mechanism  for  consideration 
within  the  next  two  years.  It  is  expected  that  this  study  will  also 
review  the  advisability  of  retaining  the  useful  life  limitations  and 
the  limitations  based  on  the  taxpayer's  tax  liability  in  the  present 
investment  credit  provisions. 

10.  Accounting  for  the  investment  credit  in  certain  financial  reports 

{sec.  101  of  the  Act) 
The  procedures  employed  in  accounting  for  the  investment  credit 
in  financial  reports  to  shareholders,  creditors,  etc.,  can  have  a  signifi- 
cant effect  on  reported  net  income  and  thus  on  economic  recovery.  The 
Congress  was  concerned  that  the  investment  credit  provided  by  the 
Act  have  as  great  a  stimulative  effect  on  the  economy  as  possible. 
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Therefore,  from  this  standpoint  the  Congress  thought  that  it  would 
be  undesirable  to  preclude  the  use  of  the  "flow-through"  method  of 
accounting  for  the  investment  credit  in  the  financial  reporting  of  net 
income. 

If  the  investment  credit  is  thought  of  as  decreasing  the  price  of  the 
equipment  purchased,  it  can  be  argued  that  reflecting  the  benefit  of 
the  credit  in  income  over  the  life  of  the  asset  is  appropriate.  How- 
ever, the  investment  credit  may  also  be  thought  of  as  a  selective  tax 
rate  reduction  applicable  in  those  cases  where  the  desired  investments 
are  being  made.  In  this  latter  event,  it  is  difficult  to  see  why  the  cur- 
rent "flow  through"  should  be  prevented  in  the  financial  reporting  of 
income. 

In  view  of  these  considerations,  the  Congress  believed  that  it  was 
unwise  to  require  either  type  of  financial  reporting  but  believed  that 
it  was  desirable  that  the  companies  generally  indicate  in  their  reports 
the  method  they  follow  in  treating  the  investment  credit  for  financial 
reporting  purposes. 

The  Act  deals  with  the  current  accounting  treatment  for  the  in- 
vestment credit  in  financial  reports  in  certain  respects.  For  purposes 
of  reporting  to  Federal  agencies  and  for  purposes  of  making  financial 
reports  subject  to  regulation  by  Federal  agencies,  the  Act  permits 
taxpayers  to  account  for  the  tax  benefit  of  the  investment  credit  either 
currently  in  the  year  in  which  the  investment  credit  is  taken  as  a  tax 
reduction,  or  ratably  over  the  life  of  the  asset.  This  includes  not 
only  reports  made  to  the  Federal  Government,  but  also  reporting  to 
stockholders  to  the  extent  any  Federal  agency  has  the  authority  to 
specify  the  method  of  such  reporting.  This  treatment  is  to  be  available 
notwithstanding  any  other  law  or  regulation  under  law.  The  method 
used  by  a  taxpayer  after  the  date  of  the  Act  must  be  consistently 
followed  unless  permission  to  make  a  change  in  the  method  of  report- 
ing is  obtained  from  the  Secretary  or  his  delegate.  The  Act  also 
requires  taxpayers  to  disclose  in  these  financial  reports  the  method 
of  accounting  used  for  the  investment  credit.  The  requirements  set 
forth  in  this  provision  are  not  to  apply  to  reports  of  regulated  public 
utilities  subject  to  the  special  rules  relating  to  the  treatment  of  the 
investment  credit  for  rate  making  purposes  (as  provided  under  sec- 
tion 105  of  the  Act) .  This  was  providecl  because  taxpayers  taking  the 
second  option — namely,  the  option  of  flowing  the  benefits  of  the 
investment  credit  through  in  profits  over  the  life  of  the  asset — also 
are  required  to  account  generally  in  their  financial  reporting  of  the 
credit  on  the  same  basis.  However,  it  is  expected  that  regulated  com- 
panies which  do  not  select  this  option  will  have  the  same  rights  as 
taxpayers  generally  to  either  flow  the  benefits  of  the  credit  through 
in  profits  currentl}^  or  ratably  over  the  life  of  the  asset  as  they  choose. 

11.  Reasonable  allowance  for  defreciation;  refair  allowance  (sec.  109 
of  the  Act  and  sees.  167  and  263  of  the  code) 
Prior  actions. — Before  1962,  business  firms  depreciated  their  prop- 
erty in  terms  of  useful  lives  that  were  established  for  several  thousand 
clifFerent  classifications  of  assets  (so-called  Bulletin  "F"  lives).  The 
guideline  lives  for  depreciable  assets  that  were  put  into  effect  in  1962 
consolidated  assets  into  about  75  broad  asset  classes  and  also  shortened 
the  prescribed  lives  by  up  to  30  or  40  percent.  The  1962  guidelines 
also  established  the  use  of  industry  classifications,  as  distinct  from 
clasifying  assets  by  type  of  assets. 
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The  lives  selected  for  use  under  the  guidelines  were  determined  by 
reference  to  the  useful  lives  claimed  by  the  taxpayers  surveyed  and 
generally  the  lives  selected  were  the  useful  lives  equal  to  the  lives  being 
claimed  by  the  taxpayers  at  the  30th  percentile — that  is  29  percent  of 
the  assets  had  shorter  lives  and  YO  percent  had  longer  lives. 

The  guidelines  also  contained  a  reserve  ratio  test  which  was  designed 
to  assure  that  taxpayers  would  not  be  permitted  continually  to  de- 
preciate their  assets  over  a  period  of  time  substantially  shorter  than 
the  period  of  actual  use.  Basically,  the  reserve  ratio  test  assumes  that 
the  actual  useful  life  of  assets  can  be  determined  by  comparing  the 
amount  of  depreciation  reserves  to  the  acquisition  costs  of  the  assets 
being  depreciated.  Such  comparison  is  known  as  the  reserve  ratio. 
A  built-in  tolerance  was  contained  in  the  reserve  ratio  test  to  assure 
that  the  test  would  be  met  in  the  cases  of  taxpayers  depreciating  their 
assets  at  a  rate  not  more  than  20  percent  faster  than  the  period  of 
their  actual  use  of  such  assets. 

The  application  of  the  reserve  ratio  test  was  initially  suspended 
for  three  years.  In  1965,  the  reserve  ratio  test  was  substantially  modi- 
fied and  new  transitional  rules  were  added  which  had  the  effect  of 
furtlier  delaying  the  application  of  the  test  in  most  cases  until  about 
the  present  time.  Wien  the  Treasury  Department  adopted  its  Asset 
Depreciation  Range  System  ("ADR")  in  early  1971,  it  completely 
eliminated  the  reserve  ratio  test  for  1971  and  future  years. 

In  addition  to  removing  the  reserve  ratio  test,  the  ADR  system 
contained  the  following  basic  elements : 

1.  A  first-year  convention  was  provided  under  which  taxpayers  gen- 
erally were  permitted  to  take  three- fourths  of  a  full  year's  deprecia- 
tion for  the  year  in  which  an  asset  was  placed  in  service.  This  was 
accomplished  by  allowing  a  taxpayer  to  treat  all  assets  placed  in 
service  during  a  year  as  placed  in  service  on  the  first  day  of  the  second 
quarter  of  the  year  for  depreciation  purposes.  Under  the  prior  con- 
ventions, taxpayers  generally  were  allowed  to  take  only  a  half  year's 
depreciation  on  assets  placed  in  service  during  the  year. 

2.  Taxpayers  were  permitted  to  vary  the  period  over  which  they 
depreciated  assets  by  as  much  as  20  percent  from  the  guideline  lives 
established  in  1962.  The  assets  subject  to  the  ADR  system  were  to  be 
accounted  for  in  so-called  "vintage  accounts,"  which  included  all  the 
eligible  depreciable  assets  placed  in  service  by  a  taxpayer  in  a  year  for 
which  an  ADR  election  was  made.  A  taxpayer  electing  the  system  was 
required  to  include  in  his  income  tax  return  a  schedule  showing  acqui- 
sitions and  retirements  with  respect  to  each  vintage  account.  The  infor- 
mation supplied  was  to  include  the  type  and  age  of  equipment  retired. 
Accordingly,  it  was  anticipated  that  the  Internal  Revenue  Service 
would  receive  regular  and  complete  data  with  respect  to  the  period  of 
time  over  which  assets  were  actually  used.  This  type  of  data,  un- 
available under  prior  practice,  would  permit  accurate  estimates  to  be 
made  of  the  actual  use  of  property  on  the  basis  of  which  useful  lives 
might  be  projected. 

3.  The  ADR  system  continued  the  prior  practice  of  permitting  tax- 
payers to  exclude  the  salvage  value  of  property  in  determining  their 
annual  depreciation  deduction,  so  long  as  the  property  was  not  de- 
preciated below  its  salvage  value.  Additionally,  ADR  provided  a  toler- 
ance limit  v/ithin  vdiich  a  taxpayer's  estimate  of  salvage  value  would 
not  be  challenged.  Generally,  the  taxpa3"er's  estimate  would  not  be 
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challenged  if  the  prof)Osed  adjustment  was  not  more  than  10  percent 
of  the  cost  of  the  property,  but  if  it  was  more  than  10  percent,  the  en- 
tire adjustment  including  the  10  percent  was  to  be  made. 

4.  Taxpayers  were  permitted  to  elect  to  use  a  repair  allowance  to 
determine  the  amount  of  repair  expenses  and  specified  repair  or  im- 
provement expenditures  (which  might  otherwise  be  treated  as  capi- 
tal expenditures)  that  might  be  deducted  currently.  The  amount  of 
these  items  which  might  be  deducted  currently  was  determined  by  ap- 
plying the  applicable  repair  percentage  prescribed  for  the  guideline 
class  to  the  cost  of  the  assets  in  the  class.  The  total  amount  of  these 
items  in  excess  of  the  currently  deductible  amount  was  required  to  be 
capitalized. 

5.  The  depreciation  modifications  provided  in  the  ADE,  regulations 
in  the  case  of  certain  categories  of  utilities  (such  as  telephone,  elec- 
tric and  gas  pipeline  companies)  was  to  be  available  only  if  they  "nor- 
malized" the  tax  deferral  obtained  thereby  for  ratemaking  purposes. 
(By  "normalize"  it  is  meant  that  they  must  for  ratemaking  purposes 
show  as  costs  the  taxes  which  would  have  been  incurred  in  the  ab- 
sence of  the  provision  for  shorter  useful  lives  and  then  gradually 
reduce  these  costs  as  the  regular  guideline  lives  would  have  per- 
mitted the  depreciation.  This  treatment  with  respect  to  "normaliza- 
tion" is  substantially  similar  to  that  provided  in  the  Tax  Reform  Act 
of  1969  with  respect  to  accelerated  depreciation  methods.) 

6.  It  was  provided  that  gain  on  ordinary  retirements  of  assets  from 
a  depreciation  account  was  not  to  be  recognized  until  the  reserve  for 
depreciation  exceeded  the  basis  of  the  account  and  that  loss  on  such 
retirements  was  not  recognized  until  the  account  was  closed. 

Prohlems  in  general. — The  three-quarter  year  convention  contained 
in  the  ADR  system  was  essentially  an  incentive  to  business  investment 
in  that  it  provided  an  additional  allowance  in  the  year  property  was 
placed  in  service.  This  is,  of  course,  the  purpose  which  is  served  by  the 
investment  credit  which  the  Act  makes  available.  Congress  concluded 
that  it  was  not  appropriate  to  provide  this  double  incentive  to  business 
investment  and,  accordingly,  it  eliminated  the  three-quarter  year 
convention. 

Congress  was  also  concerned  with  the  fact  that  after  the  adoption  of 
ADR  there  were  in  effect  3  systems  for  determining  the  useful  life  of 
property  for  depreciation  purposes:  the  ADR  system,  the  guideline 
lives,  and  the  actual  life  of  property  to  the  taxpayer  as  determined  on 
the  basis  of  his  own  facts  and  circumstances.  It  appeared  to  Congress 
that  a  desirable  simplification  of  the  depreciation  rules  would  be 
achieved  if  the  ADR  system  and  the  guideline  lives  were  combined. 
Accordingly,  the  Act  provides  for  a  class  life  depreciation  system 
which  replaces  both  ADR  and  the  guideline  lives  for  property  placed  in 
service  after  1970.  In  general,  under  the  class  life  system,  the  Treasury 
DeDartment  is  given  authority  to  prescribe  class  lives  based  on  an- 
ticipated industry  norms  (or  norms  based  on  other  classes)  and  to 
permit  taxpayers  to  elect  the  application  of  the  system.  If  they  elect 
to  use  the  system,  the  Internal  Revenue  Service  may  permit  deprecia- 
tion lives  within  a  range  of  20  percent  above  or  below  the  class  life. 
Congress  recognized  that  many  of  the  elements  contained  in  the  ADR 
system  (including  the  repeal  of  the  reserve  ratio  test)  were  designed  to 
achieve  significant  simplifications  in  the  administration  of  the  de- 
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preciation  rules  by  substantially  limiting  the  number  of  situations  in 
which  disputes  were  likely  to  arise  based  on  the  particular  facts  and 
circumstances  of  the  individual  taxpayer's  situation.  It  is  contemplated 
that  these  elements  of  the  ADR  system  will  be  incorporated  by  the 
Treasury  into  the  class  life  system  provided  by  the  Act. 

Provision  for  class  lives. — The  Act  provides  a  unified  system  of  class 
lives  which  may  be  elected  by  taxpayers  for  assets  placed  in  service 
after  1970.  A  taxpayer  which  elects  to  determine  the  useful  life  of 
assets  it  acquires  during  a  taxable  year  under  this  class  life  system 
generally  must  use  the  system  for  all  assets  acquired  during  the  year 
which  fall  within  any  class  for  which  the  Treasury  has  established  a 
class  life.  As  discussed  more  fully  below,  the  Act  allows  taxpayers 
during  a  transition  period  of  not  more  than  3  years  to  exclude  from 
the  class  life  system  certain  real  property  and  subsidiary  assets. 

The  Treasury  may  permit  taxpayers  to  use  a  useful  life  for  one  or 
more  classes  of  property  which  varies  from  the  class  life  by  up  to  20 
percent.  ( In  determining  the  limitation  of  this  variance,  lives  may  be 
rounded  to  the  nearest  half  year. ) 

In  prescribing  the  lives  of  property  within  a  specified  class,  the 
Treasury  is  to  determine  a  life  which  reasonably  reflects  the  antici- 
pated useful  life  of  the  class  of  property  in  question  to  the  industry 
(in  the  case  of  an  industry  or  sub-industry  classification)  or  other 
group  (in  the  case  of  an  asset  or  other  type  of  classification) .  Initially, 
it  is  intended  that  the  new  class  lives  will  be  the  same  as  those  pre- 
scribed by  the  1962  guideline  lives.  As  the  Treasury  Department  col- 
lects and  analyzes  data  regarding  the  useful  life  of  property  to  tax- 
payers, it  may  adjust  the  class  life  it  has  prescribed  in  order  to  reflect 
in  general  the  actual  asset  replacement  practices  of  taxpayers  in  the 
30th  percentile.  As  previously  indicated,  this  was  in  general  the  basis 
on  which  the  guideline  lives  were  established. 

Under  the  class  life  system,  the  Treasury  also  may  redefine  or  sub- 
divide the  classes  of  property  both  in  order  to  provide  a  more  reason- 
able classification  for  depreciation  purposes  and  also  as  is  required  for 
the  effective  functioning  of  the  new  system.  For  example,  a  separate 
class  could  be  established  for  used  property  and  for  foreign  property. 

An  election  by  a  taxpayer  to  use  the  class  life  system  is  to  be  subject 
to  the  conditions  prescribed  by  the  Treasury  Department.  In  general, 
it  is  contemplated  that  conditions  substantially  similar  to  those  pro- 
vided in  the  ADR  system  will  be  prescribed  by  the  Treasury  with 
respect  to  the  class  life  system.  Thus,,  a  taxpayer  will  be  required  to 
elect  the  use  of  the  class  life  system  for  a  taxable  year  by  the  time 
the  return  for  that  year  is  required  to  be  filed.  A  taxpayer  who  does 
not  make  an  election  during  this  period  of  time  may  not  avail  himself 
of  any  class  or  guideline  life  but  rather  must  demonstrate  the  actual 
anticipated  useful  life  of  each  of  its  assets  (or  asset  accounts).  An 
election  to  come  under  the  system  for  a  taxable  year  may  not  be 
changed  or  revoked  once  it  is  made.  A  taxpayer  which  elects  the  class 
life  system  may,  with  respect  to  property  leased  by  it,  depreciate  the 
property  on  the  basis  of  the  appropriate  class  life  (without  regard  to 
the  period  of  the  lease) . 

In  addition,  it  is  intended  that  a  taxpayer  who  elects  the  class  life 
system  be  required  to  use  vintage  accounts  as  in  ADR  and  to  provide 
to  the  Treasury  the  type  of  information  required  under  the  ADR  sys- 
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tern.  Other  elements  of  the  ADR  system  T7hich  it  is  contemplated  will 
be  incorporated  in  the  class  life  system  include  the  treatment  of  salvage 
value  (both  the  provision  that  salvage  value  does  not  ajffect  the  rate 
of  depreciation,  but  rather  limits  the  total  amount  of  depreciation 
which  may  be  claimed,  and  also  the  tolerance  limits  within  which 
adjustments  to  a  taxpayer's  estimates  of  salvage  value  will  not  be 
challenged),  the  treatment  of  public  utilities,  and  the  treatment  of 
retirements,  under  which  generally  the  recognition  of  gain  or  loss 
on  ordinary  retirements  is  postponed.  The  treatment  of  retirements 
in  this  manner,  of  course,  is  not  to  affect  the  application  of  the  invest- 
ment credit  recapture  rules  when  property  is  disposed  of. 

Congress  recognized  that  under  the  rules  of  the  1962  guidelines  tax- 
payers in  many  cases  were  permitted  to  depreciate  real  property  over 
shorter  lives  than  the  guideline  lives  because  of  the  particular  facts 
of  the  taxpayer's  situation.  If  these  taxpayers  were,  as  a  condition  of 
electing  the  class  life  system,  required  to  include  their  real  property 
in  the  election,  they  would  be  substantially  adversely  affected  since 
they  would  have  to  use  significantly  longer  lives  for  the  real  property 
than  they  had  used  in  the  past.  In  view  of  this.  Congress  believed  it 
appropriate  to  provide  a  transitional  rule  for  these  taxpayers  to  enable 
them  to  make  use  of  the  class  life  system  while  the  Treasury  Depart- 
ment studies  the  general  matter  of  the  appropriate  lives  for  real  prop- 
erty. Accordingly,  the  Act  provides  that,  in  the  case  of  real  property 
placed  in  service  during  the  3-year  period  beginning  on  January  1, 
1971,  taxpayers  who  elect  the  class  life  system  may  exclude  from  the 
election  real  property  in  cases  where  for  the  first  year  a  life  shorter 
than  the  initially  prescribed  class  life  (v/hich  is  to  be  the  1962  guide- 
line life)  is  justified  for  the  asset  under  the  rules  of  the  1962  guidelines. 
If  the  Treasury  Department  subsequently  prescribes  class  lives  for  real 
property  prior  to  the  end  of  the  3-year  period,  it  is  provided  that  this 
transition  rule  is  to  terminate  with  respect  to  property  placed  in  serv- 
ice after  the  date  on  which  any  such  class  life  becomes  effective  with 
respect  to  it. 

Under  the  1962  guidelines,  subsidiary  assets  (such  as  jigs,  dies, 
textile  mill  cam  assemblies,  returnable  containers,  glassware  and  sil- 
verware) had  a  depreciation  class  separate  from  that  provided  for 
other  major  items  of  equipment  in  the  respective  industry.  A  separate 
class  was  provided  for  these  subsidiary  assets  because  in  some  cases 
their  useful  lives  were  substantially  shorter  than  other  assets  used  in 
the  industry.  Instead  of  providing  specific  guideline  lives  in  these 
cases,  the  taxpayer  used  the  life  appropriate  to  the  facts  and  circum- 
stances of  his  situation.  Under  the  ADR  system,  however,  subsidiary 
assets  were  not  provided  a  separate  class,  but,  rather,  were  grouped  in 
a  class  with  other  major  assets  in  the  industry,  which  class  had  in  some 
cases  a  substantially  longer  life.  The  Treasury  Department  has  been 
studying  the  lives  of  these  assets  with  a  view  to  developing  either  a 
separate  class  with  a  shorter  life  for  them  or  to  making  any  appropri- 
ate modifications  in  the  life  of  the  class  in  which  they  presently  are 
included.  During  the  transition  period  while  this  study  is  being  made, 
Congress  believed  it  apjiropriate  to  allow  taxpayers  to  exclude  sub- 
sidiary assets  from  the  class  life  system  in  those  cases  where  the  sub- 
sidiary assets  constitute  a  significant  portion  of  a  class  of  assets  pre- 
scribed under  the  class  life  system.  For  this  purpose  subsidiary  assets 
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acquired  by  a  taxpayer  during  a  year  will  be  considered  to  constitute 
a  significant  portion  of  the  total  acquisitions  of  property  within  the 
class  during  the  year  if  the  unadjusted  basis  of  the  subsidiary  assets  is 
at  least  3  percent  of  the  aggregate  unadjusted  basis  of  the  total  assets 
acquired  within  the  class  during  the  year.  Subsidiary  assets  excluded 
from  the  class  life  system  under  this  provision  are  to  be  depreciated  or 
expensed  in  the  manner  which  is  appropriate  to  the  facts  and  circum- 
stances of  the  individual  taxpayer.  This  transition  rule  is  to  apply  to 
subsidiary  assets  placed  in  service  during  the  period  beginning  on 
January  1,  1971,  and  ending  on  December  31,  1973  (or  on  such  earlier 
date  on  which  a  class  is  prescribed  by  the  Treausry  Department  which 
consists  of  or  includes  subsidiary  assets) . 

Fi7'st  year  convention. — As  indicated  above,  the  Act  eliminates  the 
three-quarter  year  convention  provided  under  the  ADE,  system.  It 
does  this  by  providing  that  no  first-year  convention  is  to  be  allowed  for 
depreciation  purposes  if  the  convention  would  generally  allow  a 
greater  amount  of  depreciation  for  the  year  assets  are  placed  in  service 
than  the  depreciation  which  would  be  allowable  if  it  were  computed 
without  regard  to  any  convention.  In  applying  this  test  to  determine 
whether  a  convention  is  permissible,  the  convention  is  to  be  applied  on 
the  assumption  that  all  assets  were  acquired  ratably  throughout  the 
year.  Thus,  for  example,  a  convention  which  for  depreciation  purposes 
treats  all  property  placed  in  service  during  the  first  half  of  the  year 
as  placed  in  service  at  the  beginning  of  the  year  and  property  placed 
in  service  during  the  second  half  of  the  year  as  placed  in  service  at  the 
end  of  the  year  would  be  permissible.  Similarly,  a  convention  which 
treats  all  property  placed  in  service  during  a  year  as  placed  in  service 
at  the  mid-point  of  the  year  for  depreciation  purposes  would  be 
permissible. 

Rej)mrs  aUoioance. — The  Act  also  provides  that  the  Treasury  De- 
partment may,  by  regulations,  provide  for  the  treatment  of  repairs. 
To  provide  a  means  of  resolving  the  disputes  which  frequently  arise  as 
to  whether  an  item  constitutes  a  deductible  repair  expense  or  a  non- 
deductible capital  expenditure,  it  is  provided  that  the  Treasury  ma;v 
prescribe  repair  allowances  for  classes  of  depreciable  property  which 
reasonably  reflect  the  anticipated  repair  experience  with  respect  to 
the  class  of  property  in  the  industry  or  other  group.  The  repair  allow- 
ances are  to  be  developed  and  moclifiecl  by  the  Treasury  on  the  basis 
of  data  regarding  the  repair  experience  of  the  industry  or  other  group 
with  respect  to  the  class  of  property.  Initially,  it  is  expected  that  the 
repair  allowances  prescribed  by  Rev.  Proc.  71-25  will  be  used.  It  is 
expected  that  the  Treasury  will  have  the  same  authority  to  provide 
classes  for  this  purpose  as  with  the  class  life  system  of  depreciation. 

A  taxpayer  permitted  to  elect  the  use  of  the  repair  allowance  will 
be  allowed  to  deduct,  up  to  the  amount  of  the  repair  allowance  for  the 
class  of  property,  the  aggregate  of  the  amounts  incurred  by  the  tax- 
payer as  repair  expenses  and  as  specified  expenditures  (ordinarily 
chargeable  to  capital  account)  for  the  repair,  maintenance,  rehabili- 
tation, or  improvement  of  the  class  of  property. 

If  the  amounts  incurred  by  the  taxpayer  for  these  purposes  exceed 
the  repair  allowance,  then  the  excess  is  to  be  capitalized.  This  excess 
may  qualify  for  the  investment  credit.  It  is  not  intended,  however,  that 
expenditures  which  are  clearly  of  a  capital  nature,  such  as  those  which 
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substantially  increase  the  productivity  or  capacity  of  an  existing  iden- 
tifiable unit  of  property  or  those  which  modify  an  existing  identifiable 
piece  of  property  to  make  it  usable  for  a  substantially  different  use, 
are  to  be  treated  as  deductible  expenses  under  this  provision  rather 
than  as  capital  expenditures.  In  other  words,  these  latter  types  of 
expenditures  are  in  all  events  to  be  capitalized  and  not  taken  into 
account  under  the  repair  allowance  provision. 

The  Act  clarifies  the  relationship  of  the  repair  allowance  provided 
by  the  Act  to  the  repair  allowance  rule  contained  in  pre-existing  law 
with  respect  to  railroad  rolling  stock  other  than  locomotives  (sec. 
263(e)).  Under  pre-existing  law,  the  rehabilitation  of  this  railroad 
rolling  stock  is  treated  as  an  expense  in  those  cases  where  the  cost  in- 
volved in  a  12-montli  period  does  not  exceed  20  percent  of  the  unad- 
justed basis  of  the  unit  involved.  The  Internal  Revenue  Service  in  pro- 
posed regulations  took  the  position  that  the  application  of  this  rule  was 
mandatory  whenever  railroad  rolling  stock  was  repaired.  Since  Con- 
gress intended  this  provision  to  be  available  at  the  election  of  the  tax- 
payer, the  Act  clarifies  the  fact  that  this  rule  is  elective.  In  addition, 
the  Act  provides  that  with  respect  to  railroad  rolling  stock  (other 
than  locomotives)  a  taxpayer  may  elect  either  the  repair  allowance 
rule  of  pre-existing  law  or  the  repair  allowance  rule  provided  by  the 
Act,  but  not  both.  A  taxpayer  which  elects  the  repair  allowance  rule 
of  pre-existing  law  with  respect  to  railroad  rolling  stock  (other  than 
locomotives)  may  elect  the  repair  allowance  rule  provided  by  the  Act 
with  respect  to  other  classes  of  assets. 

Effective  dates. — The  class  life  depreciation  system  provided  by  the 
Act  is  to  be  applicable  with  respect  to  property  placed  in  service  by 
the  taxpayer  after  December  31, 1970.  In  situations  where  a  taxpayer's 
return  for  a  taxable  year  which  includes  elanuary  1,  1971,  has  been 
filed  prior  to,  or  shortlj^  after,  the  enactment  of  the  Act,  it  is  intended 
that  the  Treasury  Department  will  allow  a  reasonable  period  of  time 
after  the  enactment  of  the  Act  for  the  taxpayer  to  elect  the  application 
of  the  class  life  system  (whether  or  not  the  taxpayer  elected  the  appli- 
cation of  the  ADR  system  for  that  year) . 

Although  the  class  life  system  is  not  applicable  with  respect  to  assets 
placed  in  service  prior  to  January  1,  1971,  the  Treasury  Department 
may  provide  an  elective  guideline  life  system  for  such  assets  similar  to 
the  class  life  system. 

The  repair  allowance  provision  contained  in  the  Act  applies  to 
taxable  years  ending  after  December  31,  1970.  The  clarification  of  the 
fact  that  the  railroad  rolling  stock  repair  allowance  rule  is  elective 
applies  with  respect  to  taxable  years  beginning  after  1969. 

Real,  property. — The  Ways  and  Means  Committee  and  the  Finance 
Committee  concluded  that  in  connection  with  the  Treasury  Depart- 
ment's review  of  the  useful  lives  of  tangible  personal  property,  it  would 
also  be  desirable  that  there  be  a  study  of  the  lives  accorded  various 
types  of  real  property.  Therefore,  the  committees  requested  the  Treas- 
ury Department  to  undertake  such  a  review.  In  this  connection  the 
committees  agreed  that  it  was  also  desirable  for  the  Treasury  to  con- 
sider whether,  if  lives  are  shortened,  the  recapture  rules  presently 
applicable  in  the  case  of  real  property  should  be  made  more  like  those 
applicable  to  personal  property. 
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12.  Revenue  effect 

It  is  estimated  that  the  elimination  of  the  three-quarter  year  depre- 
ciation convention  will  increase  tax  lialbilities  by  $2.1  billion  in  calen- 
dar year  1971,  $1.7  billion  in  calendar  year  1972  and  $1.5  billion  in 
calendar  year  1973.  The  restoration  of  the  investment  credit  is  esti- 
mated to  decrease  tax  liabilities  by  $1.5  billion  in  calendar  year  1971, 
$3.6  billion  in  calendar  year  1972,  and  $3.9  billion  in  calendar  year 
1973. 

B.  Individual  Income  Tax  Reductions 

1.  Individual  income  tax  relief  for  1971  {sees.  £01,  203  and  205  of  the 

Act  and  sees.  151, 11^1,  and  21  of  the  code) 

Under  prior  law,  the  amoimt  of  the  personal  exemption  was  $650 
for  calendar  year  1971.  The  amount  of  the  low-income  allowance  was 
$1,050  for  1971,  but  a  portion  of  the  low-income  allowance  was  reduced 
or  "phased  out"  by  $1  for  every  $15  of  the  taxpayer's  income  in  excess 
of  the  tax-free  income  levels. 

The  Act  increased  the  personal  exemption  to  $675  for  1971  and  re- 
moved the  "phaseout"  on  the  low-income  allowance,  making  it  a  fiat 
$1,050,  to  provide  tax  relief  to  lower  income  taxpayers  for  1971.  The 
1971  tax  reductions  for  illustrative  taxpayers  are  shown  in  Tables  9 
and  10  in  the  Statistical  Appendix.  These  reductions  also  offset  to 
some  extent  the  underwithholding  for  1971  created  by  the  prior  with- 
holding system  (discussed  below  under  "Withholding  changes"),  and 
thus  eased  the  burdens  faced  by  taxpayers  when  the  balance  of  their 
1971  tax  was  paid.  For  fiscal  year  taxpayers,  the  applicable  personal 
exemption  and  standard  deduction  ai'e  determined  by  a  proration 
rule  which  takes  into  account  the  number  of  days  in  the  taxable  year 
falling  in  each  calendar  year. 

The  tax  reduction  from  the  higher  personal  exemption  is  estimated 
to  be  $925  million  for  1971  and  the  tax  reduction  from  the  removal 
of  the  phaseout  of  the  low-income  allowance  is  estimated  to  be  $443 
million,  a  total  of  $1,368  million.  These  reductions  and  the  number  of 
taxpayers  affected  are  shown  by  income  class  in  Tables  1,  2  and  3  in 
the  statistical  appendix. 

2.  Individual  income  tax  reductions  for  1972  and  later  years  {sees.  201^ 

202, 203,  and  205  of  the  Act  and  sees.  1J4, 151,  and  21  of  the  code) 
.  Increase  in  the  ^personal  exemption. — Under  prior  law,  the  amount 
of  the  personal  exemption  was  scheduled  to  increase  to  $700  for  1972 
and  to  $750  for  1973  and  later  years.  The  increased  amounts  applied 
to  the  personal  exemptions  available  to  taxpayers,  their  spouses  and 
dependents,  as  well  as  to  the  additional  exemptions  available  in  the 
case  of  blindness  and  for  a  taxpayer  age  65  or  over.  The  $700  and  $750 
also  applied  to  the  amount  of  gross  income  a  dependent  of  a  taxpayer 
may  receive  and  still  permit  the  taxpayer  to  claim  an  exemption  for 
the  dependent  (other  than  a  dependent  who  is  under  age  19  or  a  stu- 
dent to  whom  no  income  limit  applies) . 

The  Congress  believed  t]iat  as  part  of  the  program  to  stimulate  the 
economy,  the  increase  in  the  personal  exemption  scheduled  for  1973 
should  be  moved  up  to  1972.  The  acceleration  of  the  1973  exemption 
increase  to  1972  was  expected  to  provide  immediate  economic  stimulus 
by  making  additional  funds  available  to  consumers.  Moreover,  the 
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tax  relief  this  provided  to  lower-  and  middle-income  taxpayei-s  was  ac- 
complished without  creating  any  long-term  revenue  loss  as  compared 
to  prior  law. 

The  Act  increased  the  amount  of  the  personal  exemption  (and  the 
gross  income  limit  in  the  case  of  a  dependent)  to  $750  for  1972  and  sub- 
sequent years.  The  tax  reduction  for  illustrative  taxpayers  from  the 
higher  personal  exemption,  changes  in  the  low-income  allowance  and 
in  the  percentage  standard  deduction  (discussed  below)  are  shown  in 
Tables  9  and  10  in  the  Statistical  Appendix. 

The  tax  decrease  from  the  higher  personal  exemption  is  estimated  to 
be  $1.9  billion  for  1972.  It  does  not,  however,  result  in  any  additional 
revenue  loss  for  1973  and  subsequent  years  over  that  which  would  have 
resulted  from  the  provisions  of  prior  law. 

Increase  in  the  loio-income  allovjance  and  the  percentage  standard 
deduction. — ^Under  prior  law,  for  1972  and  thereafter,  the  low-income 
allowance  was  scheduled  to  be  $1,000  with  no  "phaseout."  The  per- 
centage standard  deduction  under  prior  law  for  1971  was  13  percent 
of  adjusted  gross  income  with  a  $1,500  ceiling  and  was  scheduled  to 
increase  to  14  percent  with  a  $2,000  ceiling  for  1972  and  to  15  percent 
with  a  $2,000  ceiling  for  1973  and  subsequent  years.  (Married  taxpay- 
ers filing  separate  returns  were  limited  to  one-half  these  dollar 
amounts. ) 

The  low-income  allowance  (or  minimum  standard  deduction)  was 
designed  so  that  in  conjunction  with  the  personal  exemption,  it  would 
free  persons  with  incomes  below  the  estimated  "poverty  level"  from 
income  tax.  Because  rising  prices  have  increased  the  poverty  level,  the 
$1,000  low-income  allowance  in  combination  with  the  $750  personal 
exemption  provides  a  tax-free  income  level  which  is  significantly  below 
the  poverty  level.  This  can  be  seen  in  Table  7  below  which  shows  the 
estimated  poverty  level  for  1972  for  different  size  families  as  compared 
to  the  tax-free  income  level  provided  by  the  $1,000  low-income  allow- 
ance and  the  $750  personal  exemption.  For  example,  the  poverty  level 
for  a  single  person  is  estimated  to  be  $2,170  in  1972  compared  to  the 
tax-free  level  of  $1,750  which  would  be  provided  for  that  year  by  the 
$750  personal  exemption  and  the  $1,000  low-income  allowance.  For  a 
married  couple,  the  1972  poverty  level  is  approximately  $2,800  com- 
pared to  the  $2,500  tax-free  level  available  with  the  $750  personal 
exemption  and  $1,000  low-income  allowance  for  that  year  imder  prior 
law. 

To  bring  the  tax-free  income  levels  up  to  the  1972  poverty  level  in 
almost  all  cases,  and  also  to  provide  tax  relief  to  lower  income  persons 
above  the  poverty  levels,  the  Congress  concluded  that  the  low-income 
allowance  should  be  increased  to  $1,300.  As  shown  in  Table  7  below, 
the  tax-free  income  level  provided  by  the  Act  for  a  single  person  in 
1972  will  be  $2,050  (compared  to  the  estimated  poverty  level  of  approx- 
imately $2,170) .  For  a  married  couple  with  no  dependents,  the  tax-free 
level  will  be  $2,800  (compared  to  the  poverty  level  of  approximately 
$2,800)  ;  and  for  a  family  of  four,  the  tax-free  level  of  $4,300  available 
with  the.  $1,300  low-income  allowance  is  almost  exactly  equal  to  the 
estimated  poverty  level  for  1972  of  $4,290. 
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TABLE  7.-P0VERTY  INCOME  LEVELS  AND  TAX-FREE  INCOME  LEVELS  UNDER  2  LOW-INCOME  ALLOWANCE  LEVELS 

BY  FAMILY  SIZE 


Number  in  the  family 

Estimated  1972 
poverty  level 

Tax-free  income 
$750  exemptio 

level  with 
1  and— 

$1, 000 
allowance 

$1,300 
allowance 

1 

...     $2,170 

$1,750 
2,500 
3,250 
4,000 
4,750 
5,500 

$2,050 

? 

2,810 

2,800 

^ 

.  . 3,350 

3,550 

/l 

4,290 

4,300 

^ 

5,050 

5,050 

R 

5,680 

5,800 

The  increase  in  the  low-income  allowance  provided  by  the  Act  also 
generates  more  economic  stimulus  per  dollar  of  individual  income 
tax  reduction  than  would  other  forms  of  tax  relief.  This  is  because  the 
tax  reduction  resulting  from  the  low-income  allowance  goes  to  those 
at  the  lower  income  levels  who  are  likely  to  spend  virtually  all  of  it. 

In  addition  to  increasing  the  personal  exemption  and  the  low-income 
allowance  for  1972,  the  Congress  concluded  that  it  was  desirable  to 
accelerate  to  1972  the  other  remaining  change  scheduled  for  1973; 
namely,  the  increase  in  the  percentage  standard  deduction  from  14 
to  15  percent.  This  provides  additional  tax  relief  to  low-  and  middle- 
income  taxpayers  and  also  provides  additional  simplification  for  1972 
by  causing  a  substantial  number  of  taxpayers  to  switch  from  itemizing 
their  deductions  to  claiming  the  standard  deduction. 

For  1972  and  thereafter,  the  Act  provides  a  low-income  allowance 
of  $1,300  and  a  percentage  standard  deduction  of  15  percent  of  ad- 
justed gross  income  with  ia  $2,000  ceiling.  (Married  taxpayers  filing 
separate  returns  are  entitled  to  a  low-income  allowance  of  $650  each 
or  a  maximum  percentage  standard  deduction  of  $1,000  each.)  The  in- 
crease in  the  low-inconie  allowance  to  $1,300  will  provide  tax  reduc- 
tions for  25  million  returns,  relieving  1.9  million  from  tax.  Filers  of 
2.2  million  returns  are  expected  to  switch  from  itemizing  their  deduc- 
tions to  the  standard  deduction.  The  tax  reduction  for  illustrative 
taxpayers  in  1972  and  1973  from  the  $750  personal  exemption,  the 
$1,300  low-income  allowance,  and  the  15  percent  standard  deduction 
is  shown  in  Tables  9  and  10  in  the  Statistical  Appendix.  For  fiscal  year 
taxpayers,  the  applicable  personal  exemption  and  standard  deduction 
are  determined  by  a  proration  rule  which  takes  into  account  the  num- 
ber of  days  in  the  taxable  year  falling  in  each  calendar  year. 

The  increase  in  the  low-income  allowance  to  $1,300  is  estimated  to 
provide  a  tax  reduction  of  $1,040  million  for  1972  and  larger  ainounts 
thereafter  compared  to  prior  law.  The  combined  tax  reduction  for 
1972  from  the  $1,300  low-income  allowance,  the  increase  in  the  amount 
of  the  personal  exemption  to  $750,  and  the  increase  in  the  percentage 
standard  deduction  from  14  to  15  percent  is  estimated  to  be  $3,230 
million  (ifi2.190  million  of  which  is  due  to  acceleration  of  the  increases 
scheduled  for  1973  under  prior  law  and,  therefore,  occurs  in  1972 
only).  These  reductions  and  the  number  of  taxpayers  affected  are 
shown  by  income  class  at  calendar  year  1971  income  levels  in  Tables 
4  through  8  in  the  Statistical  Appendix. 
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3.  Filing  requirements  {sec.  201,,  of  the  Act  omd  sec.  6012(a)  of  the 
code) 

Under  prior  law,  the  income  level  at  which  a  tax  return  must  be 
nled  vv^as  designed  to  correspond  to  the  tax-free  income  levels.  The  level 
tor  1971  and  1972  was  $1,700  for  a  single  taxpayer  and  $2,300  for  a 
married  couple  under  age  65  (or  a  single  person  age  65  or  over) ,  $2,900 
tor  a  married  couple  where  only  one  spouse  is  age  65  or  over,  and  $3,500 
where  both  spouses  are  age  65  or  over.  For  1973  and  threafter,  these 
income  levels  were  scheduled  to  be  further  increased  to  $1,750,  $2,500, 
$3,250  and  $4,000,  respectively,  to  reflect  the  scheduled  increase  of  the 
personal  exemption  to  $750  in  that  year. 

Since  the  increase  in  the  low-income  allowance  to  $1,300  was  not 
taken  into  account  in  the  filing  requirement  levels  provided  under 
prior  law,  the  tax-free  income  level  for  1972  would  be  $300  higher 
than  the  filing  requirement  levels  which  otherwise  were  applicable  in 
that  year.  Consequently,  the  Act  raised  those  levels  to  avoid  the  fil- 
ing of  returns  by  individuals  whose  income  is  below  the  taxable  level. 
1^  or  1972  and  thereafter,  the  Act  increased  the  income  level  at  which 
a  tax  return  must  be  filed  by  $300  above  the  level  previously  provided 
for  1973.  Accordingly,  the  filing  requirement  is  $2,050  for  a  single 
person,  $2,800  for  a  married  couple  (or  a  single  person  age  65  or 
^^?i'  ^^'^^^  ^°^  ^  married  couple  where  one  spouse  is  age  65  or  over, 
and  $4,300  for  a  married  couple  when  both  spouses  are  age  65  or  over. 
In  addition,  the  Act  changed  the  filing  requirement  from  the  $1,750 
ot  prior  law  to  $750  for  taxpayers  who  receive  unearned  income  and 
are  dependents  of  other  taxpayers  because  they  may  be  taxable  on 
their  income  m  excess  of  the  $750  personal  exemption  amount.  The 
provision  for  dependents  with  unearned  income  (contained  in  section 
oOl  Oi  the  Act)  is  explained  in  "C.  Structural  Improvements"  below. 
4.  Waiver  of  penalty  for  underpayment  of  1971  estimated  income  tax 
{sec.  207  of  the  A.ct  and  sec.  665Jf.  of  the  code) 
Under  prior  law,  individuals  were  required  to  pay  estimated  income 
tax  if  they  expected  more  than  $200  of  nonwage  income  generally  or  if 
they  expected  a  gross  income  of  more  than'  $5,000  in  the  case  of  a 
single  person,  or  $10,000  in  the  case  of  a  married  couple,  and  if  they 
expected  their  final  tax  payment  to  be  $40  or  more.  If  such  a  taxpayer's 
estimated  tax  paym.ents  (including  taxes  withheld)  were  less  than  80 
percent  of  the  tax  due  (as  shown  on  his  return),  a  6-percent  penalty 
IS  imposed  on  the  amount  of  the  underpayment  (which  is  the  difference 
between  the  tax  paid  and  80  percent  of  the  tax  due). 

Because  of  the  underwithholding  problems  created  by  the  Tax  Re- 
form Act  of  1969,  many  taxpayers  who  had  not  previously  paid  esti- 
mated tax  might  find  that  they  have  an  unexpected  balance  due  at  the 
time  of  filing  their  1971  returns  (this  is  discussed  below  in  "With- 
holding changes")  which  is  substantial  enough  to  cause  the  imposition 
of  the  6-percent  underpayment  penalty.  The"  Congress  concluded  that 
since  much  of  this  underwithholding  was  unexpected  and  was  caused 
by  the  withholding  system  which  these  taxpayers  srenerally  rely  on, 
it  would  be  unfair  to  impose  the  additional  tax  penalty  on  this  under- 
withholding. 

The  Act  provided  that  the  penalty  for  underpayment  of  estimated 
income  tax  for  individuals  was  not  to  apply  for  1971  in  the  case  of 
certain  calendar  year  taxpayers.  Generally,  those  taxpayers  for  whom 
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the  penalty  was  waived  were  single  persons  (or  married  persons  not 
entitled  to  file  a  joint  return)  whose  gross  income  did  not  exceed 
$10,000,  married  individuals  entitled  to  file  a  joint  return  if  their 
combined  income  was  less  than  $20,000,  and  heads  of  households  and 
surviving  spouses  if  their  gross  income  did  not  exceed  $20,000,  The 
waiver  did  not  apply,  however,  if  the  taxpayer  had  more  than  $200 
($400  in  the  case  of  married  taxpayers  entitled  to  file  a  joint  return) 
in  income  from  sources  other  than  wages. 

The  waiver  of  penalty  applied  to  the  taxable  year  beginning  after 
December  31,  1970,  and  ending  before  January  1,  1972. 

5.  Withholding  changes  (sec.  208  of  the  Act  and  sec.  31fi2  of  the 
code) 

Prior  law  provided  a  percentage  withholding  method  for  1971, 1972, 
and  1973,  which  incorporated  the  personal  exemption,  the  low-income 
allowance  and  the  percentage  standard  deduction  provided  by  prior 
law  for  those  years.  Wage  bracket  withholding  tables  based  on  the 
percentage  method  were  prescribed  by  the  Secretary  of  the  Treasury. 

Because  of  the  increase  in  the  low-income  allowance  to  $1,300  for 
1972  and  the  acceleration  of  the  increases  in  the  personal  exemp- 
tion and  the  percentage  standard  deduction  scheduled  for  1973  to 
1972  provided  by  the  Act,  it  was  necessary  to  change  the  withholding 
rates  to  reflect  these  changes.  In  addition,  the  prior  withholding  struc- 
ture did  not  withhold  a  sufficient  amount  in  many  instances.  The 
principal  sources  of  this  underwithholding  were :  ( 1 )  the  incorporation 
of  the  low-income  allowance  into  the  withholding  structure  resulted  in 
a  married  couple  receiving  two  low-income  allowances  for  withholding 
purposes  when  both  spouses  work,  whereas  they  were  entitled  to  only 
one  on  their  tax  return  (the  same  problem  also  occurred  where  a  person 
worked  for  more  than  one  employer  at  the  same  time)  ;  (2)  the  $2,000 
ceiling  on  the  percentage  standard  deduction  was  not  reflected  in  the 
withholding  rates  so  that  a  taxpayer  whose  standard  deduction  was 
limited  by  the  ceiling  had  too  little  tax  withheld;  and  (3)  the  top 
withholding  rates  were  not  high  enough.  The  Congress  concluded 
that  it  was  desirable  to  correct  these  sources  of  underwithholding  by 
adopting  a  new  withholding  system. 

The  Act  provides  new  withholding  rates  which  reflect  the  $750 
personal  exemption,  the  $1,300  low-income  allowance  and  the  15- 
percent  standard  deduction.  In  addition,  the  Act  changes  the  with- 
holding structure  to  eliminate  the  underwithholding  caused  by  the 
low-income  allowance. 

The  new  withholdino:  structure  provided  by  the  Act  has  a  bottom 
bracket  of  $550  to  which  a  zero  rate  applies  in  place  of  the  $1,000 
braclvet  of  prior  law.  A  single  person  with  onlv  one  emplover  or  a 
married  taxpayer  if  his  spouse  is  not  employed  is  able  to  have  the 
full  $1,300  low-income  allowance  taken  into  account  for  withholding 
purposes  by  claiming,  on  the  withholding  certificate  (W-4)  filed  with 
his  emploj^er,  a  "standard  deduction  allowance,"  which  is  referred  to 
as  a  "special  witliliolding  allowance"  on  the  withholding  certificate. 
The  $1,300  minimum  standard  deduction  is  taken  into  account  since 
the  amount  of  the  "standard  deduction  allowance"  is  $750  and  this 
plus  the  bottom  bracket  of  $550  to  which  a  zero  rate  applies  totals 
$1,300. 

A  married  taxpayer  is  not  allowed  to  claim  an  extra  $750  "stand- 
ard deduction  allowance"  if  his  spouse  is  also  an  employee  receiving 
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wages  subject  to  withholding.  In  that  case,  the  taxpayer  and  his 
spouse  each  have  the  bottom  withholding  bracket  amount  of  $550 
exempt  from  withholding,  a  total  of  $1,100.  This  is  $200  less  than 
the  $1,300  low-income  allowance  and  would  tend  to  create  overwith- 
holding.  This  tendency,  however,  is  partly  or  AvhoUy  offset  by  the 
fact  that  when  two  earners  combine  their  income  on  the  tax  return, 
it  is  generally  subject  to  higher  tax  rates  than  the  withholding  rates 
applicable  to  the  separate  earnings  of  each  spouse.  In  addition,  a 
taxpayer  is  not  allowed  to  claim  the  "standard  deduction  allowance" 
if  he  has  withholding  exemption  certificates  in  effect  with  more  than 
one  employer. 

Another  source  of  underwithholding  which  is  corrected  is  the 
practice  of  taxpayers  claiming  withholding  exemptions  with  more 
than  one  employer  at  the  same  time.  The  result  of  this  is,  in  effect,  to 
allow  exemptions  twice.  For  example,  a  single  individual  who  claims 
a  $750  exemption  with  each  of  two  employers  can  have  as  much  as 
$1,500  exempt  from  withholding  on  account  of  exemptions  even 
though  he  is  entitled  to  only  one  $750  exemption  on  his  tax  return. 
The  Act  deals  with  this  source  of  underwithholding  by  instructing 
an  employee  not  to  claim  the  same  withholding  exemptions  with  more 
than  one  employer  at  a  time. 

To  correct  the  underwithholding  caused  by  the  lack  of  a  standard 
deduction  dollar  limit  and  the  inadequate  top  withholding  rates,  the 
withholding  change,  in  effect,  incorporates  the  $2,000  ceiling  on  the 
percentage  standard  deduction  by  increasing  the  appropriate  with- 
holding rates.  In  addition,  a  seventh  withholding  bracket  is  added 
and  the  withliolding  rates  generally  are  adjusted  upward.  These 
changes  will  result  in  withholding  the  full  amount  of  tax  liability 
up  to  a  wage  level  of  approximately  $25,000  for  a  single  person  and 
$31,000  for  a  married  couple  (with  only  one  spouse  working)  com- 
pared to  the  level  of  about  $13,500  in  each  instance  under  present  law. 
(These  levels  assume  the  standard  deduction.) 

The  Congress  concluded  that  it  was  not  practical  to  make  the  with- 
holding changes  applicable  to  wages  paid  after  December  31,  1971, 
since  it  takes  several  weeks  after  the  Act  is  passed  by  the  Congress  for 
the  Internal  Revenue  Service  to  produce  the  new  withholding  tables 
and  new  (form  W-^)  withholding  certificates  and  provide  the  mate- 
rial to  emplovers.  Additional  time  also  was  required  for  employers  to 
incorporate  the  new  withholding  changes  into  their  payroll  operations, 
particularly  giving  their  employees  the  opportunity  to  file  new  with- 
holding certificates  and  explaining  the  use  of  the  new  certificates  to 
them.  Consequently,  the  Act  provided  that  the  withholding  changes 
apply  to  wages  paid  and  withholding  certificates  filed  after  Janu- 
ary 15, 1972. 

The  changes  in  the  withholding  structure  to  correct  underwithhold- 
ing are  estimated  to  increase  tax  withheld  by  $2  billion  in  calendar 
year  1972,  assuming  most  employees  file  new  withholding  certificates 
(W-4).  To  the  extent  that  taxpayers  use  the  provision  for  excess 
itemized  deductions  (discussed  below)  or  reduce  their  voluntary  over- 
withholding  correspondingly,  the  $2  billion  could  be  reduced  or  elim- 
inated entirelv.  To  the  extent  tliat  employees  do  not  file  new  with- 
holding certificates  with  the  correct  number  of  special  withholding 
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allowances  and  personal  exemptions,  the  increase  in  withholding  will 
be  larger  than  $2  billion. 

In  conjunction  with  the  withholding  changes,  the  provision  of 
prior  law  which  permitted  a  taxpayer  with  large  itemized  deductions 
to  avoid  overwithholding  is  changed  by  permitting  an  additional  with- 
holding allow^ance  for  each  $750  of  itemized  deductions  in  excess  of 
15  percent  of  estimated  w^ages  or  $2,000,  whichever  is  less.  The  $2,000 
was  added  by  the  Act  because  the  $2,000  standard  deduction  limit 
was  incorporated  into  the  withholding  rates.  This  provision  is  also 
liberalized  to  make  it  easier  to  use.  Under  prior  law,  a  taxpayer's  esti- 
mate of  his  itemized  deductions  for  the  current  year  generally  could 
not  exceed  the  deductions  claimed  on  his  tax  return  for  the  preceding 
taxable  year  or,  if  he  had  not  yet  filed  his  tax  return  for  the  preceding 
year,  the  second  preceding  j^ear.  After  April  30  of  the  current  year, 
or  after  he  had  filed  his  tax  return  for  the  preceding  year,  however, 
the  estimated  deductions  could  not  exceed  those  of  the  preceding  jear. 
If  a  taxpaj^er  wishes  to  reduce  his  withholding  under  this  provision, 
it  is  preferable  for  him  to  take  advantage  of  the  provision  at  the  begin- 
ning of  the  year.  The  above  rule  may,  however,  have  required  him  to 
file  a  second  exemption  certificate  during  the  year. 

The  Congress  concluded  that  this  rule  was  unnecessarily  restrictive 
and  was  likely  to  deter  taxpayers  from  making  use  of  the  provision. 
Consequently,  the  Act  provided  that  a  taxpayer  who  has  not  yet  filed 
his  return  for  the  preceding  year  must  base  his  estimate  of  his  deduc- 
tions (other  than  his  "determinable  additional  deductions")  on  the 
amoimt  of  deductions  claimed  for  the  second  preceding  year  but  need 
not  file  a  new  exemption  certificate  after  filing  his  return,  even  if  the 
itemized  deductions  for  the  preceding  year  are  less  than  those  of  the 
second  preceding  year. 

In  addition,  the  xlct  provided  that  the  additional  allowances  are  to 
remain  in  effect  until  the  taxpayer  files  a  new  withholding  exemption 
certificate  with  his  employer  because  of  a  change  in  circumstances 
(which  the  employee  is  required  to  do).  Under  prior  law,  the  addi- 
tional allowances  were  not  effective  after  April  30  of  the  following 
year. 

6.  Declaration  of  estimated  tax  {sec.  209  of  the  Act  and  sec.  6015 {a) 
of  the  code) 

Under  prior  law,  individuals  were  required  to  file  a  declaration 
of  estimated  tax  and  pay  the  tax  in  installments  if  they  expected  their 
tax  not  covered  by  withholding  to  be  $40  or  more  and  either  expected  to 
have  income  from  sources  other  than  wages  of  more  than  $200  or 
expected  their  gross  income  to  exceed  certain  amounts.  These  amounts 
were  $5,000  for  a  single  person  or  a  married  person  not  entitled  to  file 
a  joint  return  and  $10,000  for  a  married  couple  entitled  to  file  a  joint 
return,  a  head  of  household  and  a  surviving  spouse. 

The  withholding  system  of  prior  law  provides  sufficient  withhold- 
ing to  match  tax  liability  in  most  cases  at  income  levels  substantialTy 
above  the  income  levels  at  which  a  declaration  ma7/  be  required  under 
prior  law.  In  addition,  the  higher  withholding  rates  provided  by  the 
Act  for  1972  and  thereafter  (discussed  above  in  "Withholding 
changes")  increase  the  income  levels  at  which  withholding  will  match 
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tax  liability.  Consequently,  Congress  concluded  that  it  is  appropriate 
to  raise  the  income  levels  above  which  a  declaration  is  required  to  con- 
form to  the  new  withholding  structure.  In  addition,  the  $40  of  final  tax 
payment  requirement  should  be  raised,  since  this  amount  no  longer 
presents  the  same  difficulty  for  the  taxpayer  or  the  Internal  Kevenue 
Service  as  it  once  did.  For  similar  reasons,  Congress  believed  that  the 
$200  of  income  from  sources  other  than  wages  (which  implies  approxi- 
mately a  $40  tax  in  the  lower  brackets)  also  should  be  updated. 

The  Act  increases  the  inc^ome  level  at  which  a  declaration  must  be 
filed  to  $20,000  for  a  single  person,  a  head  of  household  and  a  sur- 
viving spouse,  and  a  married  individual  whose  spouse  does  not  receive 
wages.  The  income  level  remains  at  the  $10,000  amount  of  prior 
law  in  the  case  of  a  married  couple  where  both  spouses  receive  wages 
because  the  witliliolding  system  does  not  match  withholding  and  tax 
liability  at  as  high  a  level  in  the  case  of  two  earners.  A  declaration  is 
also  required  if  gross  income  is  expected  to  include  more  than  $50'0 
of  income  from  sources  other  than  wages.  Ko  declaration  of  estimated 
tax  is  required,  however,  if  the  estimated  final  payment  is  expected 
to  be  less  than  $100. 

These  higher  declaration  levels  are  effective  for  tax  years  beginning 
after  December  31, 1971. 

7.  Deduction  for  household  service  and  dependent  care  expenses  {sec. 
210  of  the  Act  and  sec.  214-  of  the  code) 

Under  prior  law,  certain  categories  of  taxpayers  were  granted 
limited  itemized  income  tax  deductions  for  amounts  they  spent  for  the 
care  of  a  dependent  child  and  also  generally  incapacitated  dependents 
where  these  expenditures  enabled  the  taxpayer  to  be  gainfully  em- 
ployed. Thus,  it  was  recognized  thnt  an  adult  responsible  for  the  care 
of  small  children  might  incur  child  care  expenses  to  earn  a  livelihood 
and  that  these  expenses,  therefore,  can  be  viewed  as  to  some  extent  liJ.re 
an  employee's  business  expenses.  In  general  terms,  this  deduction  for 
child  care  expenses  has  been  available  either  where  there  was  onlv  one 
employable  parent  in  the  family  or  where  the  combined  earnings  of  the 
husband  and  wife  were  no  greater  than  the  median  familv  income 
leveHn  the  United  States.  The  median  income  level  at  the  time  this 
provision  _  was  revised  in  1964  was  approximately  $6,000.  Married 
couples  with  incomes  below  this  amount  were  included  under  this  pro- 
vision because  it  was  recognized  that  in  these  cases  the  earnings  of 
both  the  mother  and  the  father  were  essential  to  the  maintenance  of 
minimum  living  standards  and  that,  in  such  situations,  the  require- 
ment for  providing  child  care  could  be  just  as  pressing  as  in  the  cas« 
of  a  family  with  only  one  adult. 

The  categories  of  taxpavers  eligible  for  child  and  incapacitated  de- 
pendent care  deduction  under  prior  law  were : 

1.  Working  wives  where  the  adjusted  gross  income  of  the  husband 
and  wife  did  not  exceed  $6,000  and  a  joint  return  was  filed  (the  deduc- 
tion in  this  case  was  phased  out  on  a  dollar- for-dollar  basis  for  income 
above  $6,000), 

2.  Working  wives  whose  husbands  were  incapable  of  work  because 
they  were  physically  or  mentally  incapacitated, 

3.  Widows  and  working  women  (other  than  wives)  with  children 
or  incapacitated  dependents. 
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4.  Widowers,  and 

5.  Husbands  whose  wives  were  incapacitated  or  institutionalized  (if 
the  wife  was  incapacitated  but  not  institutionalized  the  $6,000  limit 
referred  to  above  applied) . 

A  deduction  in  the  types  of  cases  referred  to  above  was  allowed  for 
the  expenses  for  the  care  of  a  dependent  child  (under  age  13)  and  also 
for  expenses  for  the  care  of  other  dependents  unable  to  care  for  them- 
selves because  they  were  physically  or  mentally  incompetent.  Under 
prior  law,  the  maximum  deduction  for  child  (or  incapacitated  depend- 
ent) care  expenses  was  $600  in  the  case  of  one  dependent  and  $900  in 
the  case  of  two  or  more  dependents. 

The  Congress  concluded  that  this  provision  needed  substantial  revi- 
sion for  several  reasons. 

First,  it  believed  that  families  with  one  working  adult  (whether 
male  or  female)  or  families  with  two  adults  where  both  are  employed 
substantially  full  time  and  there  is  a  child  (or  incapacitated  depend- 
ent) in  the  home,  need  help  not  only  with  respect  to  child  (and  inca- 
pacitated dependent)  care  expenses  but  also  for  household  help  they 
must  obtain  in  order  to  be  gainfully  employed.  The  domestic  help  is 
needed  in  these  cases  because  the  adult  members  of  the  family  are  em- 
ployed full  time  and  in  this  sense  the  domestic  help  expenses  can  to 
some  extent  be  likened  to  an  employee  business  expense.  At  the  same 
time,  the  Congress  believed  that  it  is  desirable  to  provide  employment 
opportunities  for  persons  presently  having  difficulty  in  this  respect. 
Still  a  further  reason  for  encouraging  expenses  for  household  help  in 
the  case  of  an  incapacitated  dependent  (or  spouse)  is  that  the  Congress 
believed  that,  to  the  extent  possible,  it  is  desirable  to  make  provisions 
for  the  care  of  incapacitated  dependents  in  the  home  rather  than  in 
institutions  outside  of  the  home. 

Second,  the  level  of  child  care  deductions  permitted  under  prior  law 
was  wholly  inadequate.  Six  hundred  dollars  in  the  case  of  one  child  or 
$900  in  the  case  of  two  or  more  children  in  many  cases  does  not  cover 
the  cost  of  child  care  (or  the  cost  of  caring  for  an  incapacitated  de- 
pendent in  the  home).  In  addition,  since  Congress  intended  this  pro- 
vision to  provide  not  only  for  child  care  but  also  for  domestic  help,  it 
is  also  appropriate  for  this  reason  to  increase  the  level  of  the  maximum 
allowable  deduction  substantially. 

Third,  the  Congress  believed  that  the  income  level  above  which  this 
deduction  was  not  allowable  in  the  case  of  a  husband  and  wife  under 
prior  law  was  much  too  low.  Since  1964  median  family  incomes  have 
risen  from  about  $6,000  to  nearly  $10,000  in  1970  and  it  is  anticipated 
that  the  levels  will  be  appreciably  higher  than  this  m  1972.  Moreover, 
the  Congress  concluded  that  tax  relief  in  this  respect  was  desirable 
not  only  for  families  with  below-average  incomes,  but  also  for  those 
with  middle  incomes  as  well.  The  Congress,  on  this  basis,  concluded 
that  the  combined  family  income  level,  below  which  the  household  serv- 
ice and  dependent  care  expense  deductions  are  fully  available,  should 
be  raised  to  $18,000._ 

Fou.rth,  under  prior  law  the  child  care  deduction  phased  out,  in  the 
case  of  married  taxpayers  (unless  the  husband  was  incapacitated  or 
the  wife  was  institutionalized)  above  a  combined  family  income  level 
of  $6,000  on  the  basis  of  a  one  dollar  reduction  in  the  allowable  expense 
deduction  for  every  dollar  of  income  of  the  family  above  $6,000.  The 
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effect  of  this  was  to  eliminate  the  child  care  deduction  quite  abruptly. 
The  Congress  believed  that  it  is  more  appropriate  to  reduce  the  allow- 
able deduction  by  50  cents  for  every  clollar  of  income  of  the  family 
above  the  $18,000  level.  In  view  of  the  substantial  increase  in  the  in- 
come level  below  which  the  deduction  is  fully  available,  the  Congress 
concluded  that  it  is  appropriate  to  eliminate  the  prior  law  distinction 
between  single  and  married  taxpayers  and  reduce  the  amount  of  the 
allowable  deduction  by  $.50  per  dollar  of  income  in  excess  of  $18,000 
for  single  and  married  taxpayers  alike.  For  the  same  reason,  the 
phaseout  now  applies  to  married  taxpayers  where  one  spouse  is  dis- 
abled or  institutionalized.  Thus,  for  example,  a  taxpayer  with  income 
of  $19,000  and  with  allowable  expenses  of  $1,000  would  still  be  able  to 
deduct  $500  of  those  expenses. 

For  the  reasons  indicated  above,  the  Congress  included  in  the  Act  a 
provision  substantially  revising  and  extending  the  prior  child  and 
incapacitated  dependent  care  deduction.  As  under  prior  law,  the  de- 
duction is  available  only  if  the  taxpayer  itemizes  his  deductions.  The 
deduction  is  made  available  to  any  taxpayer  who  maintains  (furnishes 
over  half  the  cost  of )  a  household  which  contains  a  dependent  of  the 
taxpayer  under  age  15  for  whom  the  taxpayer  can  claim  a  personal 
exemption,  or  who  is  the  taxpayer's  dependent  (or  spouse)  'who  is 
physical^/  or  mentally  incapable  of  caring  for  himself.  In  the  case  of 
married  taxpayers,  the  deduction  generally  is  available  only  if  they 
file  a  joint  return.  This  deduction  is  available  both  for  household  serv- 
ice expenses  and  also  for  dependent  care  expenses,  if  the  expenses  are 
incurred  in  order  to  permit  the  taxpayer  to  be  gainfully  employed. 
Household  service  expenses  for  this  purpose  include  employment  in 
and  about  the  home  whether  or  not  these  expenses  are  limited  to  care 
of  the  children ;  they  include  caretaker  services  as  well  as  employment 
in  the  home.  They  do  not,  however,  include  amounts  paid  to  an  indi- 
vidual for  such  services  as  those  of  a  gardener,  bartender  or  chauffeur. 

The  Congress  decided  that  in  the  case  of  domestic  or  dependent  care 
services  provided  in  the  home,  a  deduction  for  expenses  incurred  of  up 
to  $400  a  month  should  be  allowed.  In  addition,  however,  the  Congress 
recognized  that  in  the  case  of  child  care,  the  child  is  often  taken  to  a 
day  care  center  or  to  another  person's  home  for  care  during  the  day. 
As  a  result,  a  deduction  is  permitted  for  child  care  expenses  outside 
of  the  home  up  to  $200  a  month  for  the  care  of  1  child,  $300  a  month 
for  the  care  of  2  children,  or  $400  a  month  for  the  care  of  3  or  more 
children.  Such  expenses  outside  of  the  home  cannot,  however,  include 
educational  expenses  incurred  for  a  child  in  the  first  or  higher  grade 
level  since  the  availability  of  public  schools  means  these  expenses  are 
not  necessary  for  the  taxpayer  to  be  gainfully  employed.  In  any  case, 
the  total  deduction  for  child  care  outside  the  home  plus  domestic  or 
dependent  care  expenses  for  services  provided  in  the  home  cannot 
exceed  $400  a  month.  (Only  expenses  not  in  excess  of  $400  incurred 
during  a  month  can  be  taken  into  account.  Thus,  for  example,  if  a 
taxpayer  incurred  expenses  of  $500  in  one  month  and  $300  in  another 
month,  he  could  take  into  account  only  $700  of  expenses,  not  $800, 
regardless  of  when  they  were  paid. ) 

The  payments  for  household  service  or  dependent  care  in  order  to 
be  deductible  cannot  be  made  to  a  person  who  is  related  to  the  taxpayer 
to  such  an  extent  that  such  a  person  could  be  claimed  as  a  dependent 
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whether  or  not  the  mdividual  had  as  his  principal  place  of  abode  the 
home  of  the  taxpayer  (the  relationships  specified  in  sees.  152(a)  (1) 
through  (8) ).  These  relationships  are  generally  a  son  or  daughter  or 
descendant  thereof ;  a  stepson  or  stepdaughter ;  a  brother,  sister,  step- 
brother or  stepsister ;  the  father  or  mother  or  an  ancestor  of  either ;  a 
stepfather  or  stepmother ;  a  nephew  or  niece ;  an  uncle  or  aunt  or  one 
who  bears  an  in-law  relationship  to  any  of  the  above.  Nor  are  the  pay- 
ments deductible  if  they  are  made  to  a  dependent  of  the  taxpayer  (as 
specified  in  sec.  152(a)  (9) )  who,  even  though  not  having  any  of  the 
above  relationships  to  the  taxpayer,  is  a  member  of  the  taxpayer's 
household.  This  prohibition  does  not  apply  to  persons  hired  to  provide 
care  or  household  services  who  would  not  otherwise  be  in  the  tax- 
payer's household  such  as,  for  example,  "live-in"  maids. 

The  deduction  with  respect  to  child  care  is  available  for  children 
who  may  be  claimed  as  dependents  of  the  taxpayer  and  are  age  14  and 
under.  In  addition,  the  dependent  care  deduction  is  available  for  a  de- 
pendent of  the  taxpayer  who  is  mentally  or  physically  disabled  to  the 
extent  that  he  is  unable  to  care  for  himself.^  For  this  purpose,  a  person 
may  qualify  as  a  dependent  who  is  not  a  dependent  only  because  he  has 
earnings  in  excess  of  $750. 

The  household  service  or  dependent  care  deduction  is  available  to 
families  where  there  is  a  child  or  other  qualified  dependent  where  the 
taxpayer  is  single,  a  widow  or  widower,  divorced,  legally  separated,  or 
where  the  individual  is  married  but  is  living  apart  from  his  or  her 
spouse  and  files  a  separate  return.  (Where  a  married  couple  is  not 
treated  as  single  under  sec.  143(b),  the  deduction  is  available  only  if 
they  file  a  joint  return. ) 

The  deduction  for  household  service  or  dependent  care  is  available 
in  the  case  of  married  individuals  with  respect  to  any  month  in  which 
both  the  husband  and  wife  are  employed  on  a  full-time  basis  or  one 
spouse  is  disabled  and  the  other  is  gainfully  employed.  For  the  pur- 
pose of  this  provision,  the  term  "employed  on  a  full-time  basis"  means 
employed  for  three-quarters  or  more  of  the  normal  or  customary  work 
week  (or  the  equivalent  on  the  average  during  a  month). 

Finally,  the  deduction  is  phased  out  for  all  taxpayers  with  income 
levels  above  $18,000  on  the  basis  of  a  reduction  of  50  cents  in  the  deduc- 
tion otherwise  allowable  for  each  dollar  of  the  adjusted  gross  income 
of  the  taxpayer  (or  the  combined  income  of  the  couple  on  a  joint 
return)  above  the  $18,000  dollar  limit. 

For  purposes  of  the  reduction  for  adjusted  gross  income  in  excess 
of  $18,000,  expenses  incurred  during  any  month  are  to  be  compared  to 
the  adjusted  gross  income  properly  allocable  to  such  period.  Thus,  if 
a  taxpayer  incurred  $400  of  expenses  in  December  1972  and  his  income 


1  In  determining;  deductible  expenses  in  the  case  of  a  disabled  dependent  (other  than  a 
dependent  child  under  age  15)  the  dependent  care  expenses  incurred  are  reduced  by  the 
dependent's  adjusted  gross  income  for  the  year  and  any  nontaxable  disability  payments 
("■overnment  or  private)  he  receives  in  excess  of  $750.  In  the  case  of  a  disabled  spouse,  the 
expenses  are  reduced  only  by  the  amount  of  the  disability  payments.  The  reason  for  this 
treatment  is  that  the  dependent  could  presumably  pay  the  expenses  for  his  own  care  to  the 
extent  of  any  such  income.  As  a  result,  to  this  extent,  no  deduction  for  the  taxpayer  is 
necessarv.  The  expenses  reduced  in  this  way  are  only  those  solely  attributable  to  the  dis- 
ability of  the  dependent  (such  as  the  care  provided  by  a  nurse)  and  do  not  include  house- 
hold service  expenses  (such  as  those  provided  by  a  maid).  In  these  cases,  the  mcome  taken 
into  account  is  applied  first  against  expenses  attributable  to  the  disability  which  are  m 
excess  of  the  $400-a-month  limit.  Then  any  of  this  income  remaining  is  applied  against  the 
expenses  coming  within  the  $400-a-month  limit.  The  reduction  for  the  taxpayer  s  adjusted 
gross  income  in  excess  of  $18,000  is  applied  after  these  rules. 
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for  1972  was  $20,000,  no  deduction  would  be  allowed  even  if  he  actuallj^ 
paid  these  expenses  in  1973  and  his  income  for  that  year  was  $10,000. 
Generally,  the  period  for  this  purpose  will  be  the  taxable  year,  but 
allocations  to  shorter  periods  (such  as  a  month)  may  be  necessary 
where  there  is,  for  example,  a  change  in  marital  status.  In  the  case  of 
individuals  whose  marital  status  changes  during  the  year,  the  avail- 
ability of  the  deduction  is  determined  with  regard  to  the  eligible  ex- 
penses incurred  and  the  income  earned  by  each  spouse  during  the 
period  of  each  marital  status  in  a  manner  similar  to  present  regula- 
tions. 

This  provision  is  effective  with  respect  to  taxable  years  beginning- 
after  December  31,  1971. 

It  is  estimated  that  this  provision  will  result  in  a  decrease  in  tax  lia- 
bility of  $145  million  for  calendar  year  1972. 

C.  Structural  Improvements 

1.  Unearned  income  of  taxpayers  loho  are  dependents  of  other  tax- 
payers {sec.  301  of  the  Act  and  sec.  IJ),!  of  the  code) 

Under  prior  law,  the  standard  deduction  and  the  deduction  for 
a  personal  exemption  were  available  to  a  taxpayer  regardless  of  the 
source  of  his  income.  This  enabled  taxpayers  to  use  the  minimum 
standard  deduction  as  a  means  of  reducing  the  tax  on  income  generated 
by  property  transferred  by  gift.  If  a  person  transfers  property  out- 
rigiit,  or  to  a  trust,  for  a  dependent  (usually  a  minor) ,  the  income  from 
the  property  is  not  taxed  to  the  grantor  or  to  the  recipient  to  the  extent 
of  his  personal  exemption  and  minimum  standard  deduction.  The  in- 
creases in  the  standard  deduction  (and  in  the  personal  exemption) 
under  prior  law  enhanced  the  desirability  of  diverting  income  in  this 
manner  from  the  high  tax  bracket  of  a  donor  with  substantial  income 
to  a  minor  with  little  or  no  other  income. 

Congress  believes  that  the  essential  abuse  in  this  area  is  the  allow- 
ance of  two  standard  deductions  (that  allowed  to  the  parent  and 
that  allowed  to  the  child)  for  unearned  income  of  a  family  unit.  This 
abuse  is  present  whether  the  child's  unearned  income  arises  from 
property  transferred  in  trust  or  from  property  transferred  outright. 
On  the  other  hand,  although  questions  can  be  raised  conceptually  as 
to  whether  an  additional  personal  exemption  should  be  allowed  in  such 
a  case,  Congress  believed  that  practically  a  child  should  be  allowed 
the  personal  exemption  to  ]3revent  the  necessity  of  the  child  filing  a 
return  where  he  has  only  a  few  dollars  of  unearned  income. 

As  a  result,  the  Act  provides  that  in  the  case  of  a  taxpayer  who  is 
claimed  as  a  dependent  of  another,  the  standard  deduction  will  not  be 
available  for  use  against  unearned  income.  The  Act  provides  that  the 
low-income  allowance  may  not  exceed  earned  income  (as  defined  in  sec. 
911  (b) )  and  that  the  percentage  standard  deduction  will  be  computed 
only  with  reference  to  the  taxpayer's  adjusted  gross  income  which  is 
attributable  to  earned  income.  For  example,  if  a  child  (who  is  eligible 
to  be  claimed  as  a  dependent)  has  earned  income  of  $600  and  unearned 
income  of  $1,400  in  1972,  he  is  not  entitled  to  a  standard  deduction 
in  excess  of  $600.  This  will  result  in  taxable  income  of  $650  ($2,000 
gross  income  less  a  $750  personal  exemption  and  a  standard  deduc- 
tion of  $600).  In  the  absence  of  this  provision,  the  taxpayer  would 
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have  no  taxable  income,  since  he  would  be  entitled  to  a  personal 
exemption  of  $750  and  a  minimum  standard  deduction  of  $1,300.  If, 
in  1972,  a  taxpayer,  to  whom  this  section  applies,  has  $2,000  earned 
income  and  $15,000  dividend  income,  the  percentage  standard  deduc- 
tion would  be  limited  to  15  percent  of  $2,000,  rather  than  15  percent  of 
$17,000,  This  provision  will  have  its  application  in  situations  where 
the  dependent  is  a  child  who  is  under  19  or  who  is  a  student,  since  there 
is  no  limit  on  the  amount  of  gross  income  the  child  may  receive  in 
these  situations  and  still  be  claimed  as  a  dependent  by  his  parent. 

The  limitation  applies  to  a  taxpayer  with  respect  to  whom  another 
taxpayer  was  entitled  to  a  dependency  exemption  during  the  year, 
whether  or  not  the  taxpaj^er  was  in  fact  claimed  as  a  dependent  by 
that  other  taxpayer.  Any  individual  whose  standard  deduction  is 
reduced  by  this  provision  is  not  to  be  eligible  to  use  the  optional  tax 
tables  for  individuals  (since  the  standard  deduction  is  built  into  these 
tables).  If  the  taxpayer's  return  shows  an  adjusted  gross  income  of 
less  than  $10,000,  and  he  is  not  entitled  to  use  the  optional  tax  tables 
for  individuals  as  a  result  of  the  application  of  this  provision,  the 
standard  deduction,  after  the  application  of  this  provision,  is  to  be 
allowed  if  the  taxpayer  so  elects  on  his  return. 

This  provision  is  to  be  applicable  to  taxable  years  beginning  after 
1971. 

2.  Limitation  on  carryovers  of  unused  credits  and  ca-pital  losses  {sec. 
302  of  the  A  ct  and  sec.  38S  of  the  code ) 

Under  the  tax  laws,  there  are  special  limitations  on  net  operating 
loss  carryovers  when  the  ownership  of  a  corporation  changes  either 
because  of  a  purchase  or  because  of  a  reorganization.  The  code  pro- 
vides (sec.  382 (a) )  in  general  that  if  10  or  fewer  persons  acquire  more 
than  50  percent  of  the  stock  of  a  corporation  by  purchase  within  a  2- 
year  period,  the  net  operating  loss  carryover  is  eliminated  if  the  corpo- 
ration does  not  continue  to  carry  on  a  trade  or  business  substantially 
the  same  as  that  conducted  before  the  change  in  stock  ownership.  In 
addition,  if  a  corporation  which  has  a  net  operating  loss  carryover  (a 
"loss  corporation")  is  acquired  by  another  corporation  in  a  tax-free 
reorganization,  the  net  operating  loss  carryover  is  reduced  unless  the 
shareholders  of  the  loss  corporation  receive  at  least  20  percent  of  the 
stock  of  the  acquiring  corporation  (as  measured  immediately  after 
the  acquisition).  In  such  a  case,  the  percentage  of  the  loss  carryover 
which  is  allowed  is  five  times  the  percentage  interest  acquired  by  the 
shareholders  of  the  loss  corporation 

These  limitations,  however,  did  not  apply  to  carryovers  of  unused 
investment  credits,  unused  work  incentive  program  credits,  excess 
foreign  tax  credits,  or  capital  losses.  Thus,  the  tax  benefits  of  these 
carryovers  could  have  been  purchased  or  acquired  by  the  acquisition 
of  a  corporation  having  these  types  of  carryovers.  Congress  believed 
that  there  is  no  greater  justification  for  allowing  the  acquisition  of 
these  benefits  than  there  is  in  the  case  of  net  operating  loss  carryovers. 

Accordingly,  the  Act  provided  that  the  limitations  of  present  law 
which  apply  to  carryovers  of  net  operating  losses  in  situations  where  a 
loss  corporation  is  acquired  also  are  to  apply  (in  the  manner  provided 
under  regulations  prescribed  by  the  Secretary  or  his  delegate)  to 
situations  involving  carryovers  of  unused  investment  credits,  unused 
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work  incentive  program  credits,  excess  foreign  tax  credits,  and  capital 
losses  of  the  acquired  corporation. 

This  provision  is  to  apply  with  respect  to  reorganizations  and  other 
changes  in  ownership  occurring  after  December  10,  1971,  pursuant  to 
a  plan  of  reorganization  or  contract  entered  into  on  or  after 
September  29, 1971. 

3.  Amortization  of  certain  expenditures  for  on-the-joh  training  and 
child  care  facilities  {sec.  303  of  the  Act  and  sec.  188  of  the  code) 

Present  law  provides  a  deduction  for  depreciation  of  tangible  prop- 
erty (except  land)  used  in  a  trade  or  business  or  held  for  the  produc- 
tion of  income.  Under  this  provision,  tangible  property  acquired  by  an 
employer  in  his  business  as  an  on-the-job  training  facility  or  as  a  child 
care  facility  for  his  employees  is  depreciable  in  the  case  of  new  per- 
sonal property  (i.e.,  machinery  and  equipment)  on  the  basis  of  the 
double-declining  balance  method  and  in  the  case  of  new  real  property 
(i.e.,  buildings  and  structures)  on  the  basis  of  the  150-percent  declining 
balance  method  of  depreciation. 

Prior  to  April  18,  1969,  the  taxpayer  could  also  claim  the  7-percent 
investment  tax  credit  for  new  depreciable  tangible  personal  property 
(and  to  the  extent  of  $50,000  for  used  property).  Under  this  Act,  the 
investment  credit  can  again  be  claimed  for  tangible  personal  property. 
The  credit,  however,  is  not  generally  available  for  depreciable  real 
property. 

Congress  concluded  that  there  is  a  need  for  job  training  programs 
as  a  means  of  providing  additional  employment  opportunities  for 
persons  with  inadequate  training.  Other  provisions  of  the  Act  are 
designed  to  improve  the  operation  of  the  Work  Incentive  Program 
which  has  as  its  goal  the  preparation  of  welfare  recipients  for  jobs  and 
their  placement  in  jobs. 

Congress  also  recognized  that  expansion  of  the  availability  of  child 
care  is  an  essential  element  in  broadening  job  opportunities  for  mothers. 
Another  provision  of  the  Act  would  provide  a  substantial  deduction 
for  child  care  and  other  household  expenses  needed  to  enable  a  mother 
to  work. 

But  there  is  also  a  great  need  for  making  child  care  facilities  avail- 
able if  w^e  are  to  provide  an  opportuntiy  to  work  to  mothers  who  desire 
to  do  so.  Though  there  has  been  some  increase  in  recent  years  in  the 
number  of  child  care  facilities  supported  in  part  with  public  funds,  the 
Congress  believed  it  desirable  to  go  beyond  this  by  encouraging  pri- 
vate business  to  provide  child  care  facilities  for  their  own  employees. 

A  study  issued  by  the  Women's  Bureau  of  the  Department  of  Labor 
("Da3^  Care  Services :  Industry's  Involvement,"  Bulletin  296,  1971) 
surveyed  the  extent  to  which  employers  have  established  child  care 
centers  for  working  mothers.  To  1971,  only  a  small  number  of  com- 
panies were  involved  directly  and  a  few  others  indirectly. 

Similarly,  the  Congress  believed  that  it  is  also  important  to  en- 
courage private  business  to  provide  facilities  for  on-the-job  training 
programs.  On-the-job  training  experience  is  believed  to  be  the  most 
effective  and  productive  type  of  training  for  many  jobs,  as  the  person 
gains  actual  work  experience  during  the  training.  Moreover,  the  person 
is  more  likely  to  complete  the  training  if  a  job  is  available  at  the  end 
of  the  training. 
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To  meet  the  needs  described  above,  the  Act  adds  a  new  provision 
to  the  tax  law  providing  that  a  taxpayer  may  elect,  in  accordance  with 
regulations  prescribed  by  the  Secretary  or  his  delegate,  to  amortize 
ratably  over  a  period  of  60  months  capital  expenditures  in  acquir- 
ing, constructing,  reconstructing  or  rehabilitating  on-the-job  training 
or  child  care  facilities.  The  amortization  is  to  begin  with  the  month 
the  property  is  placed  in  service  and  the  deduction  provided  is  to  be 
in  place  of  any  depreciation  deduction  otherwise  allowable.  The  Act 
defines  eligible  property  as  depreciable  tangible  property  which  quali- 
fies under  regulations  as  an  on-the-job  training  facility  for  employees 
(or  prospective  employees)  of  the  taxpayer  or  as  a  child  care  facility 
primarily  for  children  of  the  taxpayer's  employees. 

It  is  the  intent  of  Congress  that  the  five-year  amortization  be  ap- 
plicable only  to  facilities  or  portions  of  facilities  that  are  constructed, 
renovated  or  remodeled  specifically  for  use  as  child  care  facilities. 
The  provision  thus  applies  to  buildings  and  equipment,  or  portions 
of  them,  actually  used  for  the  provision  of  child  care  services ;  that  is^ 
facilities  in  which  children  receive  such  personal  care,  protection  and 
supervision  in  the  absence  of  their  parents  as  may  be  required  to  meet 
their  needs. 

Thus,  the  provision  includes  a  room  or  rooms,  or  play  equipment 
and  materials  particularly  suited  to  the  needs  of  children  being  cared 
for  during  the  day.  But  the  provision  does  not  apply  to  general  pur- 
pose rooms  used  for  many  purposes  (for  example,  a  room  used  as  an 
employee  recreation  center  during  the  evening)  nor  does  it  apply  to 
a  room  or  a  part  of  a  room  which  is  simply  screened  off  for  use  by 
children  during  the  day.  Such  special  facilities  as  kitchen  facilities 
connected  to  the  child  care  center  or  area,  or  special  children's  toilet 
facilities  could  be  included  within  the  provision  of  the  Act. 

An  on-the-job  training  facility  must  be  one  whose  primary  purpose 
is  as  a  location  for  providing  training.  Thus,  a  production  facility 
could  not  be  classified  as  an  on-the-job  training  facility  simply  be- 
cause new  employees  receive  training  on  the  machines  they  will  be 
using  as  fully  productive  employees. 

Property  eligible  under  the  provision  does  not  include  property  lo- 
cated outside  the  United  States.  In  addition,  the  amortization  is  avail- 
able only  with  respect  to  qualified  expenditures  made  after  December 
31,  1971,  and  before  January  1,  1977.  This  latter  provision  will  give 
Congress  an  opportunity  to  review  the  effectiveness  of  the  provision 
after  it  has  been  in  effect  for  five  years. 

The  Act  amends  the  code  to  provide  that  gain  realized  on  the  dis- 
position of  property  eligible  for  amortization  under  this  provision  is 
to  be  subject  to  the  recapture  rules  (of  sec.  1245)  to  the  extent  of  the 
amortization  deductions  taken  under  this  provision.  The  Act  also 
amends  present  law  (sec.  57)  to  provide  that  the  amount  by  which  the 
amortization  deductions  exceed  depreciation  deductions  otherwise  al- 
lowable (including,  for  this  purpose,  accelerated  depreciation  deduc- 
tions) is  to  be  treated  as  a  tax  preference  for  purposes  of  the  mini- 
mum tax.  This  is  consistent  with  the  policy  Congress  has  generally 
followed  with  respect  to  amortization  deductions.  The  Act  also  makes 
necessary  conforming  amendments  (to  sees.  642  and  1082)  to  provide 
for  the  treatment  of  amortization  deductions  in  the  cases  of  estates 
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and  trusts,  and  exchanges  made  in  obedience  to  Securities  and  Ex- 
change Commission  orders. 

An  amendment  (to  sec.  48)  also  provides  that  if  an  election  is  made 
under  this  provision,  the  property  involved  is  not  to  be  treated  as 
propertj^  eligible  for  the  investment  credit. 

The  amendments  of  the  Act  dealing  with  the  amortization  of  ex- 
penditures for  on-the-job  training  and  child  care  facilities  are  appli- 
cable to  taxable  years  ending  after  December  31,  1971. 

4-  Excess  investment  iyiterest  {sec.  30J},  of  the  Act  and  sees.  57  and  163 
of  the  code) 

For  taxable  years  which  began  before  1972,  "excess  investment 
interest"  was  a  tax  preference  item  subject  to  the  minimum  tax  on  tax 
preferences  in  the  case  of  individuals  ( and  subchapter  S  corporations 
and  personal  holding  companies).  For  taxable  years  beginning  after 
1971,  excess  investment  interest  of  individuals,  instead  of  being  subject 
to  the  10-percent  minimum  tax,  is  subjected  to  a  limitation  as  to  the 
extent  to  which  it  is  currentlj^  deductible.  This  limitation  on  the 
deduction  of  excess  investment  interest,  in  general,  provides  that  only 
one-half  the  amount  of  this  type  of  interest  in  excess  of  $25,000  may 
be  deducted  currently. 

In  general,  "excess  investment  interest"  is  the  amount  of  interest 
paid  by  the  taxpayer  with  respect  to  property  held  for  investment 
reduced  by  the  net  amount  of  investment  income  derived  by  the 
taxpayer  from  property  of  this  type. 

Property  subject  to  a  net  lease  is  considered  to  be  property  held  for 
investment  for  these  purposes.  One  of  the  tests  provided  in  present  law 
for  determining  whether  a  lease  is  a  net  lease  for  this  purpose  looks 
to  the  degree  of  the  lessor's  business  activity  with  respect  to  the  leased 
property.  This  test  provides  that  a  lease  is  a  net  lease  if  the  trade  or 
business  deductions  arising  with  respect  to  the  property  are  less  than 
15  percent  of  the  rental  income  produced  by  the  property. 

Various  problems  which  were  raised  regarding  the  provisions  of 
the  tax  law  relating  to  investment  interest  were  dealt  with  in  the  Act. 
First,  the  Act  provides  that  a  lessor's  deductions  for  rents  with  respect 
to  leased  property  are  not  to  be  taken  into  account  as  business  deduc- 
tions for  purposes  of  the  15-percent  test  wdiich  is  used  to  determine 
whether  the  lease  constitutes  a  net  lease.  This  provision  is  designed  to 
deal  with  the  situation  where  a  lessor  pays  ground  rents  with  respect  to 
the  leased  property.  Since  these  rents  do  not  provide  a  measure  of  the 
lessor's  business  activities  with  respect  to  the  leased  property,  it  was 
considered  inappropriate  to  allow  these  items  to  be  taken  into  account 
in  determining  whether  the  15-percent  test  was  satisfied. 

Second,  the  Act  provides  that  business  expenses  of  a  lessor  which 
are  reimbursed  by  the  lessee  can  not  be  taken  into  account  for  pur- 
poses of  the  15-percent  test.  Since  the  lessor  generally  does  not  incur 
any  risks  with  respect  to  the  reimbursed  expenses  in  this  case,  it  was 
not  considered  appropriate  to  take  these  expenses  into  account  as  an 
indicator  of  whether  the  lease  constituted  a  business  rather  than  an 
investment  lease.  Of  course,  to  the  extent  a  lessor  is  at  risk  with  respect 
to  reimbursed  expenses,  this  is  a  factor  to  be  taken  into  account  in 
determining  whether  the  expenses  may  be  applied  toward  satisfac- 
tion of  the  15-percent  test. 
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A  third  problem  called  to  Congress'  attention  involved  the  appli- 
cation of  the  15 -percent  net  lease  test  in  situations  where  the  tax- 
payer is  the  lessor  of  a  parcel  of  real  property  which  is  composed  of  a 
number  of  units  each  of  which  is  subject  to  a  separate  lease,  such 
as  in  the  case  of  a  shopping  center  or  office  building.  It  was  suggested 
that  the  application  of  the  15-percent  test  poses  difficult  administra- 
tive and  allocation  problems  in  this  type  of  situation,  since  the  lessor 
must  allocate  the  various  expenses  he  incurs  with  respect  to  the  parcel 
of  property  to  each  specific  lease  to  determine  whether  the  15-percent 
test  is  satisfied  with  respect  to  that  lease.  Congress  believed  that 
it  was  desirable  to  provide  taxpayers  with  a  means  of  avoiding  this 
administrative  allocation  problem. 

As  a  result,  the  Act  provides  that  a  taxpayer  who  is  the  lessor  of  a 
parcel  of  real  property  which  is  subject  to  two  or  more  leases  may 
elect  to  aggregate  all  the  leases  in  a  parcel  and  treat  these  leases 
as  a  single  lease  for  purposes  of  determining  whether  in  the  aggre- 
gate the  real  property  is  subject  to  a  net  lease  under  the  15 -percent 
test,  or  is  to  be  considered  business  property.  It  is  intended  for  pur- 
poses of  this  provision  that  leases  on  adjacent  properties  are  to  be 
included  in  the  term  "parcel  of  real  property." 

A  fourth  problem  brought  to  Congress'  attention  involves  the 
application  of  the  15-percent  net  lease  test  in  a  year  occurring  after 
the  property  has  been  leased  for  a  period  of  time.  If  the  taxpayer  is 
still  suifering  losses  after  that  time,  it  is  likely  they  are  true  economic 
losses.  The  potential  for  creating  tax  losses  from  the  combination  of 
interest  and  depreciation,  to  be  applied  against  other  investment  in- 
come, will  have  largely  disappeared  by  that  time. 

Accordingly,  the  Act  provides  that  taxpayers  may  elect  to  exclude 
from  the  application  of  the  15-percent  test  all  leases  of  real  property 
which  are  more  than  5  years  old.  The  election  is  to  be  made  on  a  year- 
by-year  basis.  If  a  taxpayer  makes  this  election,  then,  with  respect  to 
tlie  year  for  which  the  election  is  made,  no  lease  of  real  property  of  the 
taxpayer  is  to  be  treated  as  a  net  lease  by  virtue  of  the  15-percent  test 
for  any  period  after  the  property  has  been  in  use  for  five  years.  As  a 
result,  any  interest  paid  with  respect  to  this  leased  property  is  not  to  be 
considered  investment  interest  and  any  income  arising  with  respect  to 
tlie  leased  property  is  not  to  be  considered  investment  income. 

The  fifth  problem  pointed  out  was  concerned  with  the  fact  that  the 
treatment  of  excess  investment  interest  did  not  take  account  of  situa- 
tions in  which  the  taxpayer  incurred  an  out-of-pocket  loss  on  leased 
investment  property.  In  other  words,  in  these  cases  there  was  no  re- 
duction in  the  amount  of  excess  investment  interest  treated  as  a  tax 
preference  (or  subject  to  disallowance  in  the  case  of  taxable  years 
after  1971)  in  situations  where  the  taxpayer's  out-of-pocket  expenses 
(i.e.,  expenses  for  business  and  investment  expenses,  interest,  and  prop- 
oity  taxes)  on  investment  property  leased  by  the  taxpayer  exceeded 
tlie  rents  derived  from  that  property  for  the  year.  Congress  believed 
tliat  it  was  inappropriate  to  deny  an  interest  deduction  with  respect  to 
these  out-of-pocket  losses.  As  a  result.  Congress  added  an  amendment 
to  provide  that  the  amount  of  excess  investment  interest  as  otherwise 
determined  is  to  be  reduced  by  the  amount  of  the  taxpayer's  out-of- 
pocket  losses  on  leased  property.  The  out-of-pocket  loss  in  this  case  is 
the  excess  of  the  deduction  for  trade  or  business  or  investment  ex- 
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penses,  interest,  and  property  taxes  (sees.  162,  163,  164:(a)  (1)  or  (2) 
and  212)  over  the  gross  rents  from  the  property.  This  rule  will  apply, 
however,  only  where  the  construction  of  the  property  has  been  com- 
pleted and  rents  are  actually  being  received  from  tenants. 

The  changes  in  the  net  lease  provision  are  to  apply  in  the  case  of 
the  minimum  tax  on  tax  preferences  to  taxable  years  beginning  after 
December  31,  1969  (the  effective  date  of  that  tax),  and  in  the  case  of 
the  limitations  on  the  current  deduction  of  excess  investment  interest 
to  taxable  years  beginning  after  December  31, 1971  (the  effective  date 
of  that  provision) . 

5.  Farm  losses  of  subchapter  S  corporations  {sec.  305  of  the  Act  and 
sec.  1251  {h)  of  the  code) 

Under  present  law,  farm  net  losses  previously  used  by  a  taxpayer 
to  offset  nonfarm  income  are  recaptured  (upon  the  sale  or  other  dis- 
position of  certain  farm  property)  to  the  extent  these  losses  are  re- 
quired to  be  added  to  the  taxpayer's  "excess  deductions  account."  This 
account — referred  to  as  the  EDA  account — provides  a  way  of  keeping 
a  record  of  farm  losses  which  are  to  convert  subsequently  realized 
farm  capital  gains  into  ordinary  income.  However,  additions  to  this 
account  need  to  be  made  only  in  a  year  in  which  an  individual's  non- 
farm  adjusted  gross  income  is  in  excess  of  $50,000  and  a  farm  loss  is 
to  be  taken  into  account  only  to  the  extent  it  exceeds  $25,000.  Although 
no  such  limits  are  available  in  the  case  of  most  corporations,  they  do 
apply  in  the  case  of  a  subchapter  S  corporation  (since  its  income  is 
taxed  to  the  shareholders  rather  than  to  the  corporation).  However, 
oven  for  a  subchapter  S  corporation,  the  limits  do  not  apply  in  any 
year  in  which  any  one  of  its  shareholders  has  a  net  farm  loss  for  the 
taxable  year  involved. 

Two  potential  problems  in  the  application  of  the  present  farm  loss 
provisions  to  subchapter  S  corporations  were  brought  to  the  Congress' 
attention.  First,  it  was  suggested  that  a  subchapter  S  corporation  with 
more  than  $25,000  in  farm  net  losses  for  a  taxable  year  (but  with  non- 
farm  income  of  $50,000  or  less)  would  not  be  required  to  add  any 
farm  losses  to  its  EDA  account  for  the  year,  even  though  the  loss  was 
passed  through  to  and  currently  deducted  by  a  shareholder  who  had 
nonfarm  income  in  excess  of  $50,000.  This  interpretation,  of  course, 
would  permit  an  individual  to  use  a  subchapter  S  corporation  to  avoid 
the  farm  loss  rules  by  separating  his  farming  operations  from  his 
nonfarm  income  by  placing  the  farm  operations  in  a  subchapter  S 
corporation. 

To  clarify  the  fact  that  this  result  was  not  intended  by  Congress,  the 
Act  provides  that  in  determining  whether  a  subchapter  S  corporation 
has  more  than  $50,000  of  nonfarm  income — and  as  a  result  must  add 
its  farm  loss  (in  excess  of  $25,000)  to  its  EDA  account — its  nonfarm 
income  and  the  nonfarm  income  of  whichever  of  its  shareholders 
has  the  largest  amount  of  nonfarm  income  for  the  taxable  year  in- 
volved are  to  be  combined.  If  the  combined  amount  exceeds  $50,000, 
then  the  corporation's  farm  net  loss  (in  excess  of  $25,000)  must  be 
added  to  its  EDA  account. 

The  second  potential  problem  suggested  in  this  area  involved  the 
possible  use  by  an  individual  of  multiple  subchapter  S  corporations 
to  carry  on  his  farm  loss  business.  It  has  been  suggested  each  sub- 
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chapter  S  corporation  would  receive  the  benefit  of  not  having  to  add 
the  first  $25,000  of  its  farm  net  loss  to  its  EDA  account  even  though 
none  of  the  corporations  would  receive  this  benefit  if  the  individual 
hhnself  had  a  farm  loss  rather  than  having  the  loss  passed  through  by 
the  corporations  to  him. 

To  clarify  this  matter,  the  Act  denies  the  benefit  of  the  $25,000  ex- 
clusion to  a  subchapter  S  corporation  if  anyone  of  its  shareholders  also 
is  a  shareholder  of  another  subchapter  S  corporation  that  has  a  farm 
net  loss  for  the  year  involved. 

These  amendments  are  to  apply  with  respect  to  taxable  years  end- 
ing after  December  10,  1971.  No  inference  is  intended,  however,  to  be 
drawn  from  this  effective  date  as  to  the  treatment  of  these  matters  f oi 
prior  years. 

6.  Capital  gain  throwhach  {sec.  306  of  the  Act  and  sec.  665 {g)  of  the 
code) 

The  Tax  Keform  Act  of  1969  added  a  new  capital  gain  throwback 
rule  to  the  tax  law  applicable  in  the  case  of  certain  trusts.  When  this 
rule  applies  and  a  beneficiary  of  a  trust  receives  a  distribution  con- 
sisting of  capital  gains  accumulated  in  prior  years  (beginning  after 
1968) ,  he  is  taxed,  in  general,  on  these  amounts  as  though  they  had  been 
distributed  by  the  trust  in  the  year  in  which  the  trust  realized  the  ^ain. 
A  distribution  of  this  type  is  referred  to  as  a  "capital  gain  distribution." 

The  definition  of  the  term  "capital  gain  distribution"  for  any  tax- 
able year  of  the  trust  includes  the  phrase,  "to  the  extent  of  undistrib- 
uted capital  gain  for  such  taxable  year  *  *  *."  The  reference  here  to 
the  phrase  "for  such  taxable  year"  can  be  interpreted  as  limiting  to  the 
amount  of  the  current  year's  capital  gains  the  amount  of  the  capital 
gains  of  the  trust  available  for  a  capital  gain  throwback  to  an  earlier 
year.  Under  this  interpretation,  a  trust  could  accumulate  capital  gains 
and  then,  in  a  later  year  when  it  had  no  undistributed  capital  gain,  dis- 
tribute the  accumulated  capital  gains  to  a  beneficiary  without  this 
resulting  in  tax.  This  is  a  result  which  would  occur  if  the  phrase  "for 
such  taxable  year"  is  interpreted  as  limiting  the  capital  gains  throw- 
back to  the  capital  gain  realized  in  the  current  year. 

This  interpretation  is  clearly  inconsistent  with  Congressional  intent 
and  would  nullify  the  purpose  of  the  capital  gains  throvt^back  rule.  The 
Act  deals  with  this  problem  by  amending  the  definition  of  capital  gain 
distribution  by  deleting  the  words  "for  such  taxable  year."  This  dele- 
tion makes  it  clear  that  a  "capital  gain  distribution"  for  a  taxable  year 
includes  the  total  undistributed  capital  gain  for  all  years  of  the  trust 
beginning  after  December  31,  1968,  and  ending  before  the  year  of 
distribution. 

Since  this  amendment  is  a  clarifying  amendment,  it  is  made  effec- 
tive with  respect  to  taxable  years  beginning  after  December  31,  1968. 

In  the  Tax  Reform  Act  of  1969,  Congress  deferred  the  application 
of  this  capital  gain  throwback  rule  until  1972  where  a  person  is  a 
beneficiary  of  only  one  accumulation  trust  and  that  trust  was  in  exist- 
ence on  December  31,  1969,  or  in  the  case  of  two  trusts  where  one  is 
for  the  lifetime  benefit  of  a  surviving  spouse.  In  order  to  give  more 
time  to  the  study  of  the  impact  of  this  provision,  the  Act  defers  the 
application  of  this  provision  one  more  year  until  1973. 
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7.  Western  Hemisphere  Trade  Corporation  deduction  {sec.  307  of  the 

Act  and  sec.  921  of  the  code) 

Under  present  law,  a  domestic  corporation  is  entitled  to  a  special  14- 
percentag-e-point  rate  reduction  if  it  qualifies  as  a  "Western  Hemi- 
sphere Trade  Corporation."  A  Western  Hemisphere  Trade  Corpora- 
tion is  one  all  of  whose  business  is  done  in  the  Western  Hemisphere,  95 
percent  or  more  of  wh.ose  gross  income  for  tlie  3-year  period  which 
includes  the  current  and  the  past  2  years  comes  f  roiii  sources  outside  of 
the  United  States,  and  at  least  90  percent  of  whose  gross  income  for 
that  period  comes  from  the  acti^^e  conduct  of  a  business. 

A  question  was  raised  regarding  the  application  of  this  provision 
in  the  case  of  a  U.S.  corporation  doing  a  substantial  volume  of  its 
business  in  the  Virgin  Islands.  The  Virgin  Islands  tax  law  generally  is 
the  so-called  "mirror"  of  the  U.S.  tax  law— that  is,  essentially  its  tax 
law  is  that  provided  by  the  Internal  Revenue  Code,  except  that,  gen- 
erally, wherever  the  words  "United  States"  appear,  this,  in  effect,  'is  to 
be  read  as  the  Virgin  Islands.  A  recent  court  case  has  held  that  a  U.S. 
corpora,tion  deriving  substantial  income  from  the  Virgin  Islands  was 
eligible  for  the  Western  Hemisphere  Trade  Corporation  deduction 
with  respect  to  its  tax  liability  to  the  Virgin  Islands.  The  effect  of  the 
couit  case  in  this  situation  could  result  in  a  tax  reduction  of  14  per- 
centage points  in  Virgin  Islands  tax  liability  for  U.S.  businesses  with 
substantial  gross  income  from  the  Virgin  Islands,  and  under  the 
approval  of  the  court  it  is  also  possible  to  interpret  this  14-]iercentage- 
point  tax  benefit  as  applying  to  the  Virgin  Islands  tax  liability  of 
Virgin  Islands  corporations. 

The  Congress  decided  that  the  Western  Hemisphere  Trade  Corpo- 
ration deduction  should  not  result  in  a  reduction  in  Virgin  Islands  tax 
liability  for  U.S.  businesses  with  substantial  gross  income  from  the 
yirgin  Islands,  nor  should  it  result  in  a  reduction  in  Virgin  Islands  tax 
liabilitv  for  Virgin  Islands  corporations,  as  this  could  cause  a  sub- 
stantial loss  of  revenue  to  the  Virgin  Islands  government.  The  solu- 
tion to  this  problem  contained  in  the  Act  is  to,  in  effect,  provide  that 
the  Western  Hemisphere  Trade  Corporation  deduction  is  not  to  be 
available  to  any  corporation  (United  States  or  Virgin  Islands)  insofar 
as  its  Virgin  Islands  income  tax  liability  is  concerned  (i.e.,  that  the 
U.S.  tax  law,  when  applied  in  the  Virgin  Islands  as  the  Virgin  Islands 
tax  law,  does  not  contain  the  Western  Hemisphere  Trade  Corporation 
reduced  rate) . 

This  provision  is  to  be  effective  with  respect  to  taxable  years  begin- 
ning after  December  10, 1971. 

In  adding  this  provision  to  the  bill,  the  Congress  intends  no  infer- 
ences to  be  drawn  as  to  what  constitutes  the  appropriate  interpretation 
of  existing  law  in  the  cases  affected  by  this  amendment. 

8.  Capital  gains  and  stock  options  {sec.  308  of  the  Act  and  sec.  58(g) 

(2)  of  the  code) 
Pursuant  to  the  minimum  tax  provisions,  stock  options  and  capital 
gains  which  are  derived  from  sources  outside  the  United  States  are 
subject  to  the  minimum  tax  for  tax  preferences  only  if  the  foreign 
country  taxes  them  at  a  preferential  rate.  Prior  to  the  enactment  of 
this  Act,  the  suggestion  was  made  that  no  preferential  treatment  exists 
for  this  purpose  where,  for  example,  a  capital  gain  is  realized  in  a 
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foreign  country  which  imposes  no,  or  only  a  ver}^  smaF:,  tax  on  all 
income  (including  capital  gains) . 

It  was  not  the  intent  of  Congress  to  exclude  capital  gain  (and  stock 
option)  income  from  the  minimum  tax  in  situations  of  this  t^^pe.  The 
Congress  believed  that  there  should  be  a  clarification  of  the  situations 
in  which  capital  gain  (and  stock  option)  income  attributable  to  foreign 
sources  will  be  subject  to  the  minimum  tax,  xlccordingly,  the  Act  pro- 
vided that  income  of  these  types  which  is  attributable  to  foreign  sources 
is  to  be  treated  as  receiving  preferential  treatment  (and,  thus,  be 
subject  to  the  minimum  tax)  if  the  foreign  country  imposes  no  sig- 
nificant amount  of  tax  with  respect  to  those  items  of  income. 

The  types  of  situations  in  which  capital  gain  incom^e  is  to  be  treated 
as  receiving  preferential  treatment  under  the  Act  include  those  where 
the  country  involved  imposes  either  no  tax  or  an  insignificant  tax  with 
respect  to  capital  gains  or  other  income,  or  both. 

In  some  situations,  for  example,  where  a  gain  may  be  considered  to 
arise  for  U.S.  tax  purposes  because  of  an  allocation  of  income  or  a 
deemed  distribution  pursuant  to  the  corporate  reorganization  provi- 
sions, a  foreign  country  will  impose  no  tax  on  capital  gain  income 
because  the  transaction  in  which  the  gain  arises  is  not  considered  to  be 
a  taxable  transaction  or  event  under  the  laws  of  the  foreign  country, 
although  it  may  be  so  considered  under  the  laws  of  the  United  States. 
It  is  intended  that  in  such  a  case,  the  minimum  tax  would  not  apply. 

The  amendment  made  by  this  provision  applies  to  taxable  years 
beginning  after  December  31,  1969,  the  date  applicable  to  this  pro- 
vision under  the  Tax  Eef  orm  Act  of  1969. 

9.  Certain  treaty  cases  {sec.  309  of  the  Act  and  sec.  7 1^22  {f)  (1)  of  the 
code) 

In  1966  Congress  provided  that  civil  actions  for  refunds  in  tax  cases 
could  be  maintained  only  against  the  United  States  and  not  against 
an  employee  of  the  United  States  (e.g.,  a  district  director  of  the  In- 
ternal Revenue  Service) .  Inadvertently,  this  may  have  had  the  effect 
of  denying  persons  the  right  to  bring  refund  suits  against  the  United 
States  in  tax  cases  arising  under  a  tax  treaty  with  another  country. 
This  is  because  under  the  judicial  code  (28  U.S.C.  1502)  the  Court 
of  Claims  (and  correspondingly  the  District  Courts),  which  are  the 
forums  in  which  tax  refund  cases  generally  are  brought,  are  denied 
jurisdiction  in  cases  against  the  United  States  which  arise  out  of 
treaties  with  foreign  countries. 

It  clearly  was  not  the  intent  of  Congress  in  enacting  the  1966  legis- 
lation to  deny  a  person  the  right  to  bring  refund  claims  against  the 
United  States  in  cases  where  the  claim  arises  out  of  a  tax  treaty.  Per- 
sons bringing  actions  arising  under  a  treaty  for  the  refund  of  a  tax 
should  have  the  same  right  to  bring  suit  as  is  available  to  taxpayers 
generally.  Accordingly'-,  the  Act  provided  that  tax  refund  suits  and 
proceedings  may  be  brought  against  the  United  States  notwithstand- 
ing the  provision  of  the  judicial  code  (28  U.S.C.  1502)  which  denies 
jurisdiction  to  the  Court  of  Claims  (and  correspondingly  to  the  United 
States  District  Courts)  in  treaty  cases  generally. 

The  amendment  made  by  this  section  is  to  apply  to  suits  or  pro- 
ceedings which  are  instituted  after  January  30,  1967,  the  effective 
date  of  the  1966  legislation. 
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10.  Denial  of  tax  deduction  with  respect  to  illegal  bribes,  kickbacks, 
and  other  illegal  payments  {sec.  310  of  the  Act  and  sec.  162  of 
the  code) 

Under  prior  law,  unchanged  by  this  Act  on  this  point,  no  deduction 
is  allowed  for  fines  or  similar  penalties  paid  to  a  government  for 
violation  of  any  law.  Prior  law  also  provided  that  no  tax  deduction 
was  to  be  allowed  for  payment  of  illegal  bribes  or  kickbacks  where, 
as  a  result  of  the  payment,  there  had  been  a  successful  criminal  prosecu- 
tion. If  the  bribe  or  kickback  did  not  constitute  a  criminal  act  (pre- 
sumably even  if  there  was  a  loss  of  license),  or  if  the  taxpayer  was 
not  successfully  prosecuted,  the  deduction  was  not  disallowed  under 
this  provision.  Also,  under  prior  law  the  statute  of  limitations  could 
be  extended  in  bribe  and  kickback  situations. 

The  Congress  became  concerned  that  these  provisions  might  in 
some  cases  unduly  restrict  the  denial  of  deductions.  This  was  brought 
to  the  Congress'  attention,  for  example,  in  the  case  of  fees  paid  to 
individuals  for  referring  patients  under  the  medicare  and  medicaid 
programs.  The  Congress  continued  to  believe  that  the  determination 
of  when  a  deduction  should  be  denied  should  remain  under  its  con- 
trol. However,  the  Congress  concluded  that  the  area  in  which  deduc- 
tions are  denied  should  be  expanded  somewhat  beyond  the  limits  of 
prior  law. 

Because  of  this  view,  the  Congress  added  a  provision  to  the  Act 
to  delete  the  requirement  in  prior  law  that  a  criminal  conviction  oc- 
cur before  a  deduction  for  a  bribe  or  kickback  was  denied.  It  also 
extended  the  denial  of  a  deduction  to  other  illegal  payments.  Thus, 
the  Act  provides  that  no  deduction  is  to  be  allowed  for  an  illegal 
bribe  or  kickback  or  other  illegal  payment  in  violation  of  either 
Federal  or  State  law  (but  where  the  payment  violates  only  State  law, 
then  only  if  the  State  law  is  generally  enforced),  if  that  law  subjects 
the  payor  to  liability  for  criminal  penalties  or  the  loss  of  license  or 
privilege  to  engage  in  a  trade  or  business.  For  this  purpose,  a  kickback 
includes  a  payment  in  consideration  of  the  referral  of  a  client,  patient, 
or  customer.  The  burden  of  proof  in  respect  to  the  issue  as  to  whether 
a  payment  constitutes  an  illegal  bribe,  illegal  kickback,  or  other  illegal 
payment  is  to  be  upon  the  Secretary  of  the  Treasury  or  his  delegate 
to  the  same  extent  as  he  bears  the  burden  of  proof  under  section  7454 
of  the  code,  relating  to  fraud.  The  Act  also  eliminates  the  provision 
under  which  the  statute  of  limitation  for  assessing  deficiencies  may  be 
extended  in  these  cases. 

The  Act  provides  that  a  deduction  will  be  disallowed  for  any  kick- 
hack,  rebate,  or  bribe  made  by  any  provider  of  services,  supplier,  phy- 
sician, or  other  person  who  furnishes  items  or  services  for  which  pay- 
ment is  or  may  be  made  under  the  Social  Security  Act,  or  in  whole  or 
in  part  out  of  Federal  funds  under  a  State  plan  approved  under  that 
Act,  if  the  kickback,  rebate,  or  bribe  is  made  in  connection  with  the 
furnishing  of  such  items  or  services  or  the  making  or  receiving  of 
such  payments.  For  this  purpose,  a  kickback  includes  a  payment  in 
consideration  of  the  referral  of  a  client,  patient,  or  customer. 

Generally,  the  changes  made  with  respect  to  illegal  bribes,  illegal 
kickbacks,  and  illegal  payments  apply  with  respect  to  payments  made 
after  December  30, 1969.  However,  the  provision  relating  to  kickbacks, 
rebates,  and  bribes  under  the  Social  Security  Act  applies  only  with 
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respect  to  payments  made  on  or  after  the  date  of  enactment  of  the  Act 
(December  lb,  1971). 

In  connection  with  the  proposed  regulations  relating  to  the  dis- 
allowance of  deductions  for  fines  and  similar  penalties  (sec.  162(f)), 
questions  have  been  raised  as  to  whether  the  provision  applies  only 
to  criminal  "penalties"  or  to  civil  penalties  as  well.  In  approving 
the  provisions  dealing  with  fines  and  similar  penalties  in  1969,  it  was 
the  intention  of  the  Finance  Committee  to  disallow  deductions  for  pay- 
ments of  sanctions  which  are  imposed  under  civil  statutes  but  which 
in  general  terms  serve  the  same  purpose  as  a  fine  exacted  under  a 
criminal  statute.  The  provision  was  intended  to  apply,  for  example,  to 
penalties  provided  for  under  the  Internal  Revenue  Code  in  the  form 
of  assessable  penalties  (subchapter  B  of  chapter  68) ,  as  well  as  to  addi- 
tions to  tax  under  the  internal  revenue  laws  (subchapter  A  of  chapter 
68)  in  those  cases  where  the  government  has  the  fraud  burden  of  proof 
(i.e.,  proof  by  clear  and  convincing  evidence).  It  was  also  intended 
that  this  rule  should  apply  to  similar  type  payments  under  the  laws  of 
a  State  or  other  jurisdiction. 

On  the  other  hand,  it  was  not  intended  that  deductions  be  denied 
in  the  case  of  sanctions  imposed  to  encourage  prompt  compliance  with 
requirements  of  law.  Thus,  many  jurisdictions  impose  "penalties"  to 
encourage  prompt  compliance  with  filing  or  other  requirements  which 
are  really  more  in  the  nature  of  late  filing  charges  or  interest  charges 
than  they  are  fines.  It  was  not  intended  that  this  type  of  sanction  be 
disallowed  under  the  1969  action.  Basically,  in  this  area,  the  Finance 
Committee  did  not  intend  to  liberalize  the  law  in  the  case  of  fines  and 
penalties. 

11.  Presumftion  with  respect  to  farm  losses  {sec.  311  of  the  Act  and 
sec.  183 {e)  of  the  code) 

Under  present  law,  a  taxpayer  is  presumed  to  be  engaged  in  an 
activity  for  profit  for  the  current  taxable  year,  unless  established  to 
the  contrary  by  the  Secretary  of  the  Treasury  or  his  delegate,  if  in 
two  or  more  years  of  the  period  of  five  consecutive  taxable  years  (seven 
consecutive  years  in  the  case  of  an  activity  which  consists  in  major 
part  of  the  breeding,  training,  showing,  or  racing  of  horses)  ending 
with  the  current  taxable  year,  the  activity  was  carried  on  at  a  profit 
(i.e.,  if  the  gross  income  from  the  activity  exceeds  the  deductions  at- 
tributable to  the  activity  which  would  be  allowed  if  it  were  engaged  in 
for  profit) .  For  purposes  of  this  presumption,  all  deductions  attributa- 
ble to  the  activity  other  than  thp.t  allowed  for  net  operating  loss  carry- 
over are  taken  into  account. 

It  came  to  the  attention  of  the  Congress  that  if  the  period  ending 
with  the  current  taxable  year  does  not  include  any  taxable  year  in 
which  a  profit  was  made,  the  taxpayer  is  not  'being  allowed  to  use 
the  presumption  even  though  there  are,  at  that  time,  not  5  consecutive 
years  (or  7  years  in  the  case  of  horses)  in  which  to  measure  the  pre- 
sumption. It  is  believed  that  this  interpretation  did  not  reflect  the 
intent  of  Congress  in  originally  adopting  this  provision.  As  a  result, 
the  Act  provides  that  a  taxpayer  may  elect  to  suspend  the  applica- 
tion of  the  presumption  until  there  are  5  consecutive  taxable  years  (or 
7  years  in  the  case  of  horses)  in  existence  from  the  time  the  taxpayer 
first  engages  in  the  activity  and  then  to  apply  it  to  any  yeare  in  the 
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5-j'ear  period  (7  years  in  the  case  of  horses).  For  this  purpose,  a  tax- 
payer is  not  to  be  treated  as  having  engaged  in  an  activity  covered 
'by  this  provision  for  any  taxable  year  beginning  before  1970. 

Due  to  the  5-  or  7-year  periods  involved  in  the  case  of  the  presump- 
tion, the  statute  of  limitations  may  run  before  any  action  could  other- 
wise be  taken  under  the  provision  added  by  the  Act.  For  this  reason, 
the  Congress  believes  that  this  provision  should  not  generally  be  ap- 
plicable unless  the  taxpayer  executes  a  waiver  of  the  statute  of  limita- 
tions for  the  5-  or  7-year  period  and  for  a  reasonable  time  thereafter. 
This  will  allow  the  taxpayer  time  to  claim  any  refunds  of  tax  paid 
during  this  period  and  also  will  allow  the  Internal  Revenue  Service 
to  assess  any  deficiencies. 

This  provision  is  effective  with  respect  to  taxable  years  'beginning 
after  December  31, 1969. 

12.  Dividend  distributions  in  property  to  foreign  corporations  not  en- 
gaged in  business  in  the  United  States  {sec.  312  of  the  Act  and 
sec.  301  of  the  code) 

Under  present  law,  the  amount  of  a  distribution  made  in  property 
(rather  than  money)  by  a  domestic  corporation  differs  in  the  case  of 
shareholders  which  are  not  corporations  from  that  applicable  to  corpo- 
rate shareholders.  In  the  case  of  a  corporate  shareholder  receiving 
the  property  the  amount  of  the  distribution  is  its  cost  or  other  basis 
to  the  distributing  corporation,  if  this  is  lower  than  the  property's 
fair  market  value.  The  effect  of  limiting  the  amount  considered  a 
distribution  in  this  manner  is  to  specify  that  this  is  the  largest  amount 
which  can  be  treated  as  a  dividend  out  of  earnings.  The  basis  of  the 
property  received  by  the  corporate  shareholder  is  the  same  as  the 
amount  of  the  distribution  which  must  be  taken  into  income. 

The  committee  reports  accompanying  the  1954  code  make  it  clear 
that  it  is  the  intention  of  the  present  provision  to  make  certain  that 
the  corporate  shareholder  receiving  the  property  does  not  obtain  a 
high  basis  without  the  payment  of  a  significant  dividend  tax  (because 
of  the  85-percent  dividends  received  deduction).^  A  high  basis  would, 
of  course,  decrease  the  gain  on  a  later  scale  of  the  property  or  increase 
the  depreciation  deductions  if  the  property  is  retained  and  used  in 
the  business. 

A  recent  court  decision  has  held  that  this  treatment  is  applicable 
to  distributions  of  property  by  a  domestic  corporation  to  a  foreign 
corporate  shareholder  not  doing  business  in  the  United  States,  al- 
though such  a  corporation  does  not  receive  a  dividends  received 
deduction  {NeiDman  v.  United  States) ,  ^"^2,  F.  2d  49  (2d  Cir.  1970)). 
Under  this  interpretation  of  the  law,  the  foreign  corporate  shareholder 
can  receive  a  distribution  of  appreciated  property  by  paying  a  tax  on 
its  adjusted  basis,  and  then  sell  the  property  without  paying  a  U.S. 
tax  on  the  appreciation.  Thus,  the  treatment  provided  by  present  law 


^  The  committee  reports  aocompanyln?  the  Internal  Revenue  Code  of  1954  state  that  in 
the  case  of  a  distribution  of  property,  the  dividend  income  to  a  corporate  shareholder  is 
limited  to  the  basis  of  such  property  in  order  "*  *  *  to  correlate  the  treatment  of  distri- 
butions in  property  to  a  corporate  shareholder  with  section  243  of  the  bill  (relating  to  the 
deduction  for  dividends  received  by  a  corporation)."  It  was  further  stated  that:  "This 
manner  of  treatment  *  *  *  insures  that  the  adjusted  basis  of  the  property  to  the  corporate 
recipient,  for  purposes  of  computing  depreciation  and  gain  or  loss  upon  a  sale  or  exchange 
■will  be  the  same  as  the  adjusted  basis  to  the  distributor."  (83rd  Congress,  2nd  Session, 
Report  of  Committee  on  Ways  and  Means  to  accompany  H.R.  8300,  House  Report  1337, 
March  9,  1954,  page  ATI.) 
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is  not  appropriate  in  the  case  of  a  foreign  corporation  since  it  is  not 
snbject  to  U.S.  tax  on  a  possible  later  sale  of  the  property. 

In  view  of  the  above,  the  Act  provides  that  a  distribution  in  prop- 
erty to  a  foreign  corporation  is  to  be  treated  as  a  distribution  to  the  ex- 
tent of  the  fair  market  value  of  the  property.  The  basis  to  the  distrib- 
utee corporation,  when  the  amount  of  the  distribution  is  the  entire  fair 
market  value,  will  also  be  such  fair  market  value. 

An  exception  to  this  rule  is  made  in  the  case  of  distributions  which 
are  effectively  connected  with  the  conduct  of  a  trade  or  business  by 
the  distributee  foreign  corporation  within  the  United  States.  Since 
the  business  in  such  a  case  is  treated  essentially  as  a  domestic  business, 
the  present  treatment  is  retained. 

The  amendments  made  by  this  section  of  the  Act  are  to  be  effec- 
tive with  respect  to  distributions  made  on  or  after  November  8,  1971. 

13.  Original  issue  discount  {sec.  313  of  the  Act  and  sees.  871,  881,  l^Ifl, 
and  llt-JjiB  of  the  code) 

In  the  Tax  Keform  Act  of  1969,  it  was  generally  provided  that  orig- 
inal issue  discount  on  corporate  bonds  issued  after  May  27,  1969,  is 
to  be  taxed  ratably  to  the  holder  of  the  bond,  rather  than  upon  the 
sale  or  redemption  of  the  bond  as  was  previously  the  rule.  The  latter 
rule,  however,  continues  to  apply  to  bonds  issued  on  or  before  May  27, 
1969. 

Present  law  (which  was  not  changed  in  1969)  also  provides  that 
nonresident  alien  individuals  and  foreign  corporations  are  subject  to 
a  oO-percent  tax  (which  generally  is  collected  by  means  of  a  withhold- 
ing tax)  on  the  amount  of  gain  arising  on  the  sale  or  redemption  of  a 
bond  (issued  after  September  28,  1965),  that  is  treated  as  ordinary 
income  because  it  is  attributable  to  original  issue  discount.  This  rule 
was  not  coordinated  with  the  ratable  inclusion  treatment  provided  in 
1969  for  original  issue  discoimt  and  therefore  the  law  in  effect  after 
May  27,  1969,  was  unclear  as  to  the  manner  in  which  original  issue 
discount  was  to  be  treated  in  the  case  of  bonds  held  by  foreign  persons. 

The  Congress  believed  this  matter  should  be  clarified  and,  accord- 
ingly, amended  the  rules  of  present  law  regarding  the  treatment  of 
original  issue  discount  in  the  case  of  nonresident  alien  individuals  and 
foreign  corporations.  In  general,  it  is  provided  that  original  issue 
discount  on  corporate  and  governmental  bonds  issued  after  May  27, 
1969,  is  to  be  taxed  to  a  holder  of  the  bond  who  is  a  nonresident  alien 
or  foreign  corporation  upon  the  sale  or  redemption  of  the  bond.  How- 
ever, in  the  case  of  bonds  issued  at  a  discount  on  which  stated  interest 
also  is  payable,  the  Act  provides  for  ratable  taxation  of  the  discount. 
To  the  extent  original  issue  discount  is  taxed  in  this  manner,  it  is  not 
to  be  again  taxed  upon  the  sale  or  redemption  of  the  bond.  In  order  to 
allow  the  Treasury  Department  time  to  develop  reg-ulations  under  this 
provision,  these  latter  rules  are  not  to  apply  to  original  discount  on 
bonds  issued  arising  prior  to  April  1,  1972. 

The  Act  also  provides  an  exclusion  from  tax  for  original  issue  dis- 
count on  short-term  obligations  (those  with  original  maturities  of  6 
m.onths  or  less).  This  modifies  prior  law  under  which  an  exclusion 
applied  where  the  foreign  person  held  the  bond  for  6  months  or  less. 

The  Act  also  provides  the  Treasury  Department  with  authority  to 
provide  for  the  application  of  the  30-percent  withholding  tax  imposed 
on  amounts  paid  to  nonresident  alien  individuals  and  foreign  corpora- 
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tions  in  the  case  of  original  issue  discount.  Generally,  it  is  contem- 
plated that,  in  the  case  of  interest  bearing  bonds,  it  will  be  provided 
that  the  issuer  of  the  bond  is  to  withhold  from  payments  of  interest 
to  the  foreign  holder  not  only  the  30-percent  tax  on  the  interest  but 
also  an  amomit  equal  to  the  30-percent  tax  on  the  original  issue 
discount  attributable  to  the  period  to  which  the  interest  relates  (the 
total  amount  withheld  is  not  to  exceed  the  amount  of  interest  paid) . 

If  the  taxpayer  were  a  resident  of  a  country  with  which  the  United 
States  had  an  income  tax  convention  providing  for  an  exemption  from 
or  a  lower  rate  of  tax  on  interest  payments,  the  exemption  or  lower 
rate  would  apply  to  both  the  discount  and  the  interest. 

Congress  does  not  intend  to  imply  how  bonds  held  for  six  months  or 
less  are  treated  for  tax  purposes  when  held  by  United  States  persons. 

14-  Source  of  rental  income  from  leases  of  ships  or  aircraft  {sec.  3H 
of  the  Act  amd  sec.  861  (e)  of  the  code) 

One  of  the  principal  means  available  to  finance  the  purchase  of  ships 
or  aircraft  is  a  leasing  arrangement  under  which  a  financial  institu- 
tion (or  other  person  furnishing  the  financing)  purchases  the  ship  or 
aircraft  and  then  leases  it  to  the  air  carrier  or  ship  operator  under  an 
arrangement  which  is  essentially  similar  to  a  sale  of  the  ship  or  aircraft 
and  a  loan  for  the  purchase  price.  The  financial  institution,  which 
is  allowed  depreciation  with  respect  to  the  ship  or  aircraft  under  pres- 
ent law  and  will  be  allowed  the  investment  credit  under  the  Act,  in 
effect,  passes  all  or  a  portion  of  these  tax  benefits  on  to  the  lessee  in 
the  form  of  reduced  rentals  for  the  ship  or  aircraft.  In  many  cases 
this  type  of  lease-fimancing  transaction  is  the  only  means  by  which  an 
air  carrier  or  ship  operator  may  obtain  the  financing  needed  to  acquire 
the  new  equipment. 

A  problem  has  been  called  to  the  attention  of  the  Congress  with 
respect  to  the  present  treatment  of  these  transactions  which  unless 
corrected,  in  effect,  will  make  this  type  of  financing  unavailable  with 
respect  to  ships  or  aircraft  which  are  to  be  used  in  international  com- 
merce. Typically,  under  a  leasing  transaction  of  this  type,  the  lease 
produces  a  tax  loss  during  its  early  years  to  the  lessor  (primarily  as 
a  result  of  the  depreciation  deduction).  Where  the  leased  ship  or  air- 
craft is  used  in  international  commerce,  the  loss  arising  on  the  lease 
is  considered  to  be  a  foreign  source  loss  under  the  generally  applicable 
source  rules.  The  characterization  of  the  loss  as  foreign  source  in  com- 
bination with  the  limitation  on  the  foreign  tax  credit  can  have  the 
effect  of  causing  the  financial  institution  (or  other  person  furnishing 
the  financing)  to  lose  a  foreign  tax  credit  to  which  it  would  otherwise 
be  entitled  for  foreign  taxes  paid  with  respect  to  its  foreign  banking  or 
other  financial  operations.  This  has  the  result  of  making  this  type  of 
financing  transaction  substantially  less  attractive  to  the  financial  in- 
stitution than  a  financing  transaction  involving  equipment  to  be  used 
in  the  United  States.  Moreover,  if  the  "rentals"  were  considered  to  be 
interest,  which  in  reality  they  are,  the  problems  would  not  arise  since 
under  the  generally  applicable  source  rules  interest  paid  by  a  U.S. 
person  generally  is  considered  to  be  from  U.S.  sources.  , 

The  Congress  believed  that  it  is  desirable  for  this  type  of  financing 
to  be  available  in  the  case  of  ships  and  aircraft  which  are  to  be  used 
in  international  commerce.  Unless  this  means  of  financing  is  made 
available,  the  investment  credit  which  is  provided  by  the  Act  will  not. 
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in  effect,  be  available  with  respect  to  ships  or  aircraft  and  thus  will 
not  have  the  stimulative  effect  in  these  sectors  of  the  economy  which 
the  Congress  considered  desirable  and  necessary.  Moreover,  the  Con- 
gress considered  it  more  appropriate  to  view  the  "rentals"  paid  to  a 
financial  institution  under  a  lease-financing  transaction  of  this  type 
as  interest  for  source  of  income  purposes. 

Accordingly,  the  Act  provides  that  a  taxpayer  who  owns  an  air- 
craft or  vessel  which  is  qualified  for  the  investment  credit  (sec.  38 
property,  or  would  be  but  for  the  fact  that  it  is  described  in  sec. 
48(a)  (5),  relating  to  property  used  by  governmental  units)  may  elect 
to  treat  income  or  losses  with  respect  to  the  aircraft  or  vessel  (whether 
includible  in  income  during  or  after  the  period  of  the  lease) ,  includ- 
ing gain  or  loss  from  the  sale  or  disposition  of  the  aircraft  or  vessel, 
as  income  from  sources  within  the  United  States.  This  provision  only 
applies  if  the  aircraft  or  vessel  is  leased  to  a  U.S.  person  (other  than 
another  member  of  the  same  group  of  controlled  corporations),  and 
only  if  the  vessel  or  aircraft  is  manufactured  or  constructed  in  the 
United  States.  A  taxpayer  can  make  an  election  on  an  aircraft-by- 
aircraft  or  vessel-by-vessel  basis.  This  election  may  be  made  for  any 
taxable  year  ending  after  the  commencement  of  the  lease  but  remains 
in  effect  for  all  subsequent  years  unless  revoked  with  the  consent  of 
the  Secretary  of  the  Treasury. 

To  insure  the  treatment  of  this  income  as  U.S.  source  income,  the 
Act  specifies  that  it  is  to  be  treated  as  derived  from  U.S.  sources  regard- 
less of  the  other  source  rules  ( for  instance,  under  present  law  interest 
paid  by  a  domestic  corporation  is  treated  as  derived  from  foreign 
sources  if  less  than  20  percent  of  the  corporation's  gross  income  is  from 
U.S.  sources). 

It  is  the  intent  of  Congress  that  if  it  should  develop  that  taxpayers 
attempt  to  achieve  U.S.  source  treatment  for  losses  but  foreign  source 
treatment  for  income  or  gains,  corrective  measures  will  be  considered. 

A  special  rule  is  provided  for  those  cases  where  an  aircraft  or  vessel 
is  transferred  or  distributed  to  another  person  who  determines  its 
basis  by  reference  to  its  basis  in  the  hands  of  the  transferor  or  dis- 
tributor. If  this  is  the  case  and  the  aircraft  or  vessel  was  subject 
to  an  election  under  this  provision,  the  transferee  or  distributee  is 
treated  as  having  made  an  election  with  respect  to  the  aircraft  or  vessel 
transferred  or  distributed. 

In  adopting  this  amendment,  Congress  did  not  intend  that  any 
inference  be  drawn  from  the  amendment  as  to  the  determination  of 
whether  a  lease  constitutes  a  sale  or  lease  for  purposes  of  other  provi- 
sions of  the  tax  law.  This  provision  applies  to  taxable  years  ending 
after  August  15,  1971,  but  only  with  respect  to  leases  entered  into 
after  that  date. 

15.  Industrial  development  honds  {sec.  315  of  the  Act  and  sec.  103{c) 
of  the  code) 
Certain  small  issues  of  industrial  development  bonds  are  exempt 
from  the  rule  which  provides  that  industrial  development  bonds  are 
not  obligations  on  which  the  interest  income  is  excluded  from  tax. 
Generally,  these  are  issues  of  $1  million  or  less,  but  under  certain  condi- 
tions, they  can  be  for  as  much  as  $5  million,  paid  or  incurred  for  the 
same  facility  during  a  period  beginning  three  years  before  and  ending 
three  years  after  the  issue  of  the  bonds.  In  addition,  expenditures  up 
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to  $250,000  may  be  disregarded,  if  they  arise  from  unforeseen  circmn- 
stances  or  mistakes  of  law  or  fact. 

The  Act  retains  the  provisions  of  existing  law  with  respect  to  the 
dollar  limits  (both  the  $1  million  and  $5  million  limits)  on  small  issues 
which  are  exempt  from  the  industrial  development  bond  rule,  but  in- 
crease from  $250,000  to  $1  million  the  amount  of  expenditures  which 
may  be  disregarded  in  applying  the  conditions  relating  to  issue  of 
$5  million  or  less,  where  the  expenditures  are  required  by  circum- 
stances which  could  not  be  reasonably  foreseen  or  arise  out  of  mistake 
of  law  or  fact.  Included  in  these  expenditures  are  expenditures  neces- 
sitated by  erroneous  cost  estimates,  by  increases  in  costs  due  to  infla- 
tion, strikes,  delays,  or  architectural  modifications  but  not  increases 
due  to  expansions. 

Present  law  also  exempts  obligations  issued  for  certain  specified  pur- 
poses from  the  industrial  development  bond  rule.  One  of  the  specified 
purposes,  prior  to  this  Act,  was  facilities  for  the  local  furnishing  of 
water.  The  Act  eliminates  the  requirement  that  water  facilities  must 
be  local  and  provides  an  exemption  for  facilities  furnishing  water,  if 
the  facilities  are  available  on  reasonable  demand  to  members  of  the 
general  public. 

16.  Disclosure  or  use  of  information  hy  preparers  of  tax  returns  {sec. 
316  of  the  Act  and  sec.  7216  of  tlie  code ) 

To  assure  that  tax  return  information  provided  by  a  taxpayer  to  a 
tax  return  preparer  is  treated  in  a  confidential  manner,  the  Act  pro- 
vides a  criminal  penalty  (a  fine  of  up  to  $1,000  or  not  more  than  a  year 
imprisonment,  or  both)  if  disclosure  of  that  information  is  made.  This 
provision  applies  to  any  person  who  is  engaged  in  the  business  of  pre- 
paring, or  providing  services  in  connection  with  the  preparation  of, 
returns  of  the  tax  imposed  by  chapter  1  of  the  Code,  or  declarations  or 
amended  declarations  of  estimated  tax  under  section  6015,  or  any  per- 
son who  prepares  any  such  return  or  declaration  for  another  person  for 
compensation.  If  one  of  these  persons  discloses  any  information  fur- 
nished to  him  in  connection  with  the  preparation  of  the  return  or 
declaration,  or  uses  the  information  for  a  purpose  other  than  to  pre- 
pare, or  assist  in  preparing,  the  return  or  declaration,  the  Act  provides 
that  he  will  be  guilty  of  a  misdemeanor  and  upon  conviction  he  will  be 
subject  to  the  criminal  penalty  referred  to  above. 

The  Act  provided  that  certain  uses  will  not  be  subject  to  the  penalty. 
The  tax  return  preparer  may  use  the  information  obtained  by  him  in 
his  capacity  as  tax  return  preparer  in  the  preparation  of,  or  in  connec- 
tion with  the  preparation  of.  State  and  local  tax  returns  and  declara- 
tions of  estimated  tax.  Also,  the  Act  provides  that  the  criminal  penalty 
does  not  apply  to  disclosures  of  information  which  are  made  pursuant 
to  another  provision  of  this  title  or  pursuant  to  an  order  of  a  court. 

The  Act  also  provides  that  the  criminal  penalty  will  not  applv  to 
a  disclosure  or  use  of  information  which  is  permitted  by  regulations 
prescribed  by  the  Secretary  or  his  delegate.  Presumably,  where  ap- 
propriate, the  Treasury  Department  will  permit  the  use  of  information 
within  the  business  organization  of  the  preparer  of  the  return  if  the 
taxpayer  has  indicated  in  writing  that  he  desires  the  information  to  be 
used  by  the  organization  for  some  purpose  specifically  benefiting  the 
taxpayer.  The  taxpayer  could,  for  example,  if  the  Treasury  regula- 
tions permit,  authorize  the  use  of  information  in  determining  his 
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qualifications  for  a  loan  from  the  same  organization  which  prepared 
the  return.  Also,  it  is  contemplated  that  the  regulations  would  permit 
the  use  of  the  information  outside  of  the  organization  of  the  preparer 
of  the  return  but  only  with  the  taxpayer's  consent. 

This  provision  is  to  become  effective  on  the  first  day  of  the  first 
month  which  begins  after  the  enactment  of  the  Act  (i.e.,  January  1, 
1972). 

D.  Repeal  of  the  Manufacturers  Excise  Tax  on  Passenger 
Automobiles,  Light-Duty  Trucks,  Etc. 

1.  Repeal  of  the  excise  tax  on  passenger  automoMles^  light-duty  trucks^ 
etc.  (sees.  401  (a)  and  (g)  of  the  Act  and  sec.  JfiSl  of  the  code) 

Under  prior  law,  the  excise  tax  on  passenger  automobiles  (imposed 
on  the  manufacturer's  or  importer's  sales  price)  was  7  percent.  How- 
ever, the  tax  was  to  be  phased  out  over  a  period  of  10  years.  The  7-per- 
cent rate  was  to  continue  through  1972.  For  1973  there  was  a  one-per- 
centage-point reduction  (to  6  percent)  and  for  1974  there  was  another 
one-percentage- point  reduction  (to  5  percent).  For  the  period  1974 
through  1977,  the  tax  rate  was  to  remain  at  5  percent.  Thereafter,  the 
tax  rate  again  was  to  decrease  by  one  percentage  point  a  year  until 
1982,  at  which  time  the  tax  was  to  be  repealed. 

The  excise  tax  on  trucks  and  buses,  highway  tractors,  truck  and  bus 
trailers,  and  semitrailers  presently  is  10  percent.  Present  law  provides 
that  this  is  to  be  reduced  to  5  percent  on  October  1, 1977. 

Congress  repealed  the  excise  tax  on  passenger  automobiles  in  this  Act 
both  to  provide  a  stimulus  for  the  purchase  of  cars  and  because  of  the 
jobs  this  was  expected  to  create.  In  addition  Congress  has  previously 
concluded  that  excise  taxes  such  as  the  one  on  passenger  automobiles  are 
undesirable  because  they  interfere  with  the  freedom  of  consumer 
choice.  The  tax  on  light-duty  trucks  was  repealed  because,  to  a  substan- 
tial degree,  these  trucks  are  used  by  many  families  in  farm  areas,  as 
well  as  by  other  individuals,  as  a  means  of  personal  transportation 
comparable  to  the  use  made  of  passenger  cars. 

In  repealing  the  excise  taxes  on  passenger  autom.obiles,  light-duty 
trucks,  etc..  Congress  intended  that  the  full  amount  of  the  repealed 
tax  be  passed  on  to  the  consumer,  thereby  reducing  the  price  of  the 
automobile  or  the  truck.  The  major  automobile  manufacturers  have 
pledged  to  pass  the  tax  reduction  on  to  consumers.  To  give  added 
assurance  that  this  consumer  benefit  actually  occurs  and  continues  in 
the  case  of  passenger  automobiles  and  light-duty  trucks,  both  the 
House  Committee  on  Ways  and  Means  and  the  Senate  Committee  on 
Finance  requested  that  the  Council  of  Economic  Advisers  review 
vehicle  prices  and  report  periodically  to  Congress  regarding  the  ex- 
tent to  which  the  tax  reduction  is  in  fact  being  passed  on.  In  addition, 
the  Administration  is  to  exercise  all  possible  diligence  and  surveillance 
to  see  that  these  benefits  are,  in  fact,  passed  on.  The  Committees  on 
Ways  and  Means  and  Finance  will  follow  these  reports  in  considering 
whether  the  Congress  should  reimpose  this  tax. 

In  view  of  the  considerations  set  forth  above,  the  Congress  repealed 
the  7-percent  excise  tax  on  passenger  automobiles  and  also  the  10-per- 
cent excise  tax  on  light-duty  trucks  which  have  a  gross  vehicle  weight 
of  10,000  pounds  or  less  (as  determined  under  regulations  prescribed 
by  the  Secretary  or  his  delegate) . 
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Under  the  Act,  the  repeal  is  effective  the  day  after  the  enactment 
of  the  Act  (December  11,  1971),  with  floor  stocks  refunds  and  con- 
smner  purchases  refunds  (as  described  below)  available  with  respect 
to  passenger  automobiles  sold  after  August  15,  1971,  and  light-duty 
trucks  sold  after  September  22, 1971. 

Under  prior  law  (sec.  4061(a)(2))  passenger  automobile  trailers 
and  semitrailers  (i.e.,  small  auto-towed  trailers  "suitable  for  use  in 
connection  with"  passenger  automobiles)  were  taxed  under  the  provi- 
sions applicable  to  passenger  automobiles.  The  Act,  therefore,  repealed 
the  tax  on  those  articles.^  Congress  also  believed  it  appropriate  to  repeal 
the  tax  on  those  trailers  and  semitrailers  used  with  light-duty  trucks 
on  which  the  tax  is  repealed.  Accordingly,  the  Act  repealed  the  tax 
on  those  trailers  having  a  gross  vehicle  weight  of  10,000  pounds  or 
less  which  are  suitable  for  use  with  light-duty  trucks. 

Under  present  law,  buses  also  are  taxed  in  the  same  category  as 
trucks  (sec.  4061(a)  (1) ).  Thus,  the  Act  also  repealed  the  tax  on  buses 
which  fall  within  the  10,000-pound  gross  vehicle  weight  limit  estab- 
lished for  light-duty  trucks.^  In  addition,  the  Act  repealed  the  manu- 
facturers excise  taxes  on  urban  mass  transit  buses  and  on  trash  con- 
tainers for  use  in  conjunction  with  trucks  for  solid  waste  disposal. 

Generally,  a  truck  or  other  automobile  consists  of  two  parts, 
namely,  a  body  and  a  chassis.  Technically,  the  tax  applies  to  the  sale 
by  the  manufacturer  of  each.  In  the  case  of  bodies,  an  exemption 
is  available  (sees.  4063(b)  and  4222(d))  when  a  body  is  sold  by  the 
body  manufacturer  to  a  manufacturer  (but  not  an  importer)  of 
trucks.  Thus,  where  a  chassis  manufacturer  purchases  a  body  tax  free, 
he  will  pay  the  tax  on  his  sale  of  the  completed  vehicle.  'Wliere  a 
body  manufacturer  purchases  a  chassis  on  which  a  tax  has  been  paid, 
he  is  liable  for  a  tax  based  only  on  the  sale  price  of  the  body. 

Since  truck  chassis  and  truck  bodies  are  frequently  sold  separately 
by  their  respective  manufacturers,  the  light-duty  truck  exemption 
applies  to  a  chassis  or  a  body  that  is  suitable  for  use  with  a  vehicle 
having  a  gross  vehicle  weight  of  10,000  pounds  or  less.  This  means  that 
if  a  truck  chassis  manufacturer  sells  a  chassis  which  is  suitable  for 
use  with  a  vehicle  having  a  gross  vehicle  weight  of  10,000  pounds  or 
less,  the  chassis  will  be  exempt  from  the  10-percent  excise  tax  re- 
gardless of  the  body  that  may  actually  be  mounted  on  it.  However, 
chassis  modifications  constituting  further  manufacture  of  the  chassis 
at  any  time  before  use  and  subsequent  to  the  manufacturer's  sale  may 
result  in  a  tax  being  imposed  on  the  subsequent  manufacturer's  sale 
(or  use) ,  if  the  modified  chassis  is  suitable  for  use  with  a  vehicle  having 
a  gross  vehicle  weight  in  excess  of  10,000  pounds.  A  body  that  may 
be  suitable  for  use  with  a  vehicle  having  a  gross  vehicle  weight  of 
10,000  pounds  or  less  is  similarly  exempt  even  though  it  may  also  be 
suitable  for  use  with  (and  actually  be  mounted  on)  a  chassis  that  is 
suitable  for  use  with  a  vehicle  in  excess  of  this  weight  limitation. 
(In  this  latter  case,  however,  the  chassis  would  be  subject  to  the  10- 
percent  tax.)  In  general,  it  is  expected  that  this  exemption  for  light- 
duty  trucks  which  have  a  gross  vehicle  weight  of  10,000  pounds  or 
less  will  exempt  half-ton,  three-quarter-ton,  and  some  one-ton  trucks. 


1  Most  of  the  references  in  this  report  to  automobiles  apply  also  to  these  small  trailers. 
-  The  references  in  this  report  to  light-duty  trucks  apply  also  to  any  such  small  buses. 
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The  exclusion  from  the  10-percent  truck  excise  tax  for  light-duty 
trucks  includes  the  original  equipment  on  the  truck  when  it  is  sold. 
That  is,  parts  and  accessories  that  in  the  past  have  been  subject  to 
the  10-percent  truck  tax  because  of  the  sale  of  the  truck,  in  the  fu- 
ture are  not  to  be  subject  to  the  parts  tax.  This  means  that  parts  and 
accessories  which  are  sold  with  the  truck  (or  ordered  at  the  time  of 
sale),  and  would  have  been  taxed  under  sec.  4061  (a)  of  prior  law, 
are  not  to  be  subject  to  tax.  This  is  not  intended  to  cover  replace- 
ments parts  even  if  ordered  at  the  time  of  the  purchase  of  the  truck, 
but  only  those  parts  and  accessories  which  are  to  have  original  use  on 
the  purchased  truck.  The  Act  does  not,  however,  affect  the  application 
of  the  8 -percent  tax  on  truck  parts  and  accessories  sold  subsequent  to 
the  sale  of  the  truck. 

The  Secretary  or  his  delegate  is  to  prescribe  in  regulations  a  stand- 
ard for  determining  the  gross  vehicle  weight.  This  standard  will  not 
necessarily  be  the  gross  vehicle  weight  as  specified  by  a  manufacturer, 
a  Federal  agency  providing  rules  for  purposes  other  than  this  manu- 
facturers excise  tax,  or  any  State. 

In  the  case  of  a  sale  of  an  ambulance,  hearse,  or  combination  ambu- 
lance-hearse, prior  law  (sec.  4062(b))  treated  these  vehicles  as  pas- 
senger automobiles  so  that  the  7-percent  automobile  excise  tax  applied 
to  them.  In  order  to  preserve  the  passenger  autombile  treatment,  the 
Act  exempted  these  vehicles  from  the  excise  tax  on  trucks. 

2.  Floor  stocks  refunds  {sees.  Ifilih)  and  {g)  of  the  Act  and  sec.  6 Jil2 
of  the  code) 

Under  prior  law,  (sec.  6412(a)  (1) ) ,  floor  stocks  refunds  would  have 
been  made  available  in  regard  to  passenger  automobiles  on  the  various 
tax  reduction  dates  which  were  to  be  effective  (in  the  absence  of  this 
Act)  in  the  years  1973  through  1982,  (Floor  stocks  refunds  continue 
to  be  provided  in  the  case  of  rate  reductions  on  trucks,  buses,  trailers, 
etc.,  scheduled  for  October  1, 1977.) 

To  avoid  creating  competitive  disadvantages  because  of  the  relative 
sizes  of  dealers'  inventories  and  in  conformity  with  prior  practice, 
the  Act  makes  provision  for  floor  stocks  refunds  with  respect  to  pas- 
senger cars  and  light-duty  trucks  in  dealers'  inventories  on  Decem- 
ber 11,  1971  (the  day  after  the  date  of  the  enactment  of  the  Act). 
These  floor  stocks  refunds  (or  credits)  are  available  with  respect  to  pas- 
senger automobiles,  light-duty  trucks,  etc.,  sold  by  the  manufacturer 
or  importer  before  the  tax  repeal  date  (December  11,  1971),  which 
are  still  held  by  the  dealer  on  that  date,  and  which  have  not  been  used 
but  are  intended  for  sale  by  him.  The  credits  or  refunds  for  these  floor 
stocks  must  be  claimed  by  the  manufacturer  or  importer  before  the 
first  day  of  the  10th  calendar  month  beginning  after  the  tax  repeal 
date  (that  is,  before  October  1,  1972),  based  upon  reports  submitted 
to  him  from  the  dealer  before  the  first  day  of  the  7th  calendar  month 
beginning  after  the  tax  repeal  date  (that  is,  before  July  1,  1972). 
Also,  before  October  1,  1972,  the  manufacturer  or  importer  must  have 
reimbursed  the  dealer  for  the  tax  or  obtained  his  written  consent  to 
the  allowance  of  the  refund  or  credit.  In  addition,  the  manufacturer 
or  importer  must  have  in  his  possession  evidence  of  the  inventories 
on  which  the  credit  or  refimd  is  claimed  (to  the  extent  required  by 
regulations  prescribed  by  the  Secretary  of  the  Treasury  or  his  dele- 
gate). 


A  passenger  automobile  or  liglit-cluty  truck  is  not  to  be  treated  as 
having  been  sold  before  the  tax  repeal  date  (and,  generally,  is  to  be 
treated  as  being  in  the  dealer's  inventory  on  that  date)  unless  pos- 
session or  right  to  possession  of  the  vehicle  passes  to  the  purchaser 
before  that  date. 

In  high-volume  situations,  where  it  is  impossible  or  highly  imprac- 
tical to  determine  the  exact  amount  of  the  tax  on  a  vehicle-by-vehicle 
basis,  it  was  contemplated  that  manufacturers  would  be  able  to  comply 
vvith  the  floor  stocks  refund  requirements  on  an  average  basis.  For  ex- 
ample, since  manufacturers'  transportation  expenses  were  excludable 
from  the  rate  base  upon  which  the  passenger  automobile  tax  was  im- 
posed (sec.  4216(a) ) ,  it  was  expected  that  manufacturers  w^ould  be  per- 
mitted to  compute  tlie  credit  for  any  one  class  of  passenger  cars  (auto- 
mobiles of  the  same  model,  which  were  sold  by  the  manufacturer  with 
the  same  equipment  and  accessories)  by  reducing  the  actual  sale  price 
by  the  average  transportation  costs  for  that  class  of  passenger  cars. 
Such  procedures  were  used  in  connection  with  the  Excise  Tax  Reduc- 
tion Act  of  1965. 

Congress  expected  that  these  floor  stocks  refund  claims  would  be 
processed  promptly,  and  anticipated  that  the  Internal  Revenue  Service 
would  make  refunds  Avithin  45  days  of  the  receipt  of  the  claims.  There 
was  no  intention  to  have  the  Government  unreasonably  retain  these 
excess  taxes  or  to  have  the  manufacturers  be  out-of-pocket  the  amounts 
of  these  taxes  for  an  extended  period  of  time.  Indeed,  any  such  unneces- 
sary delays  would  tend  to  detract  from  the  stimulative  purposes  of 
these  provisions. 

3.  Refunds  with  respect  to  certain  consumer  purchases  {sec.  Jfil  (c) 
of  the  Act) 

In  connection  with  the  repeal  of  the  excise  tax  on  passenger  auto- 
mobiles, the  Act  also  made  provision  for  refunds  of  the  excise  tax 
to  consumers  with  respect  to  their  purchases  after  August  15,  1971, 
and  before  December  11, 1971  (when  the  tax  was  actually  eliminated) . 
In  addition,  the  Act  provided  for  consumer  refunds  in  the  case  of 
the  excise  tax  on  light-duty  trucks  and  buses  purchased  by  consumers 
after  September  22,  1971,  and  before  December  11,  1971.  Provision 
for  these  refunds  was  necessary  to  forestall  the  postponement  of  pur- 
chases of  the  cars  and  light-duty  trucks  until  the  date  of  the  repeal  of 
the  tax.  This  provision  is  consistent  with  Congress'  actions  in  1965 
T\uth  regard  to  passenger  automobiles  and  air  conditioners — articles 
where  it  was  thought  delays  in  purchases  might  adversely  affect  total 
sales. 

The  Act  provides  that  the  government  is  to  refund  (or  credit)  to 
the  manufacturer  (or  importer)  of  the  tax-repealed  automobile,  truck, 
etc.,  the  tax  he  paid  on  his  sale  of  the  article.  However,  to  obtain  this 
refund  (or  credit)  the  manufacturer  (or  importer)  must  file  his 
claim  with  the  Internal  Revenue  Service  before  the  beginning  of  the 
lOth  calendar  month  beginning  after  the  day  the  tax  was  repealed  (that 
is,  before  October  1, 1972) .  This  claim  is  to  be  based  on  information  sub- 
mitted to  him  by  the  dealer  (or  other  person)  who  sold  the  article  to 
the  ultimate  purchaser.  This  information  must  be  submitted  to  the 
manufacturer  before  the  first  day  of  the  7th  month  after  the  date  of 
repeal  (that  is,  before  July  1,  1972).  Also,  before  October  1,  1972,  the 
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"ultimate  purchaser"  must  have  been  reimbursed  for  the  tax  paid  on 
the  article  he  purchased. 

The  "ultimate  purchaser"  is  the  consumer  or  user  of  the  new  article. 
This  includes  a  dealer  in  the  case  of  a  driver-training  car  Vvdiere  he 
retains  ownership,  a  demonstrator  (unless  sold  as  a  new  car,  in  which 
case  see  the  discussion  below)  or  any  other  car  owned  by  him  and  used 
in  his  business,  and  a  lessor  with  respect  to  a  leased  car. 

A  passenger  automobile  is  not  to  be  treated  as  having  been  sold 
before  August  16, 1971  (or  light-duty  truck  before  September  23, 1971) 
unless  possession  or  right  to  possession  of  the  vehicle  passed  to -the 
purchaser  before  that  date. 

It  was  expected  that  a  consumer  who  purchased  a  passenger  auto- 
mobile or  light-duty  truck  during  the  post-August  15  or  post-Septem- 
ber 22  period  would  be  informed  that,  if  these  excise  taxes  were  re- 
pealed, he  would  be  refunded  the  amount  of  the  tax.  In  these  cases  the 
dealer  was  to  notify  the  manufacturer  as  to  the  persons  to  whom  he 
sold  specific  automobiles,  trucks,  etc.,  during  the  refund  period.  This 
notification  must  have  reached  the  manufacturer  before  the  beginning 
of  the  7th  calendar  month  after  the  repeal  of  the  tax  (that  is,  before 
July  1,  1972) .  This  was  done  to  give  the  manufacturer  time  to  process 
the  claims,  make  reimbursements,  and  file  his  overall  claim  (or  claims) 
with  the  Internal  Revenue  Service  before  October  1,  1972.  The  reim- 
bursement could  have  been  made  directly  by  the  manufacturer  to  the 
consumer  or  could  have  been  made  through  the  dealer  who  originally 
sold  the  article. 

As  with  floor  stocks  refunds,  in  high-volume  situations  where  it  is 
impossible  or  highly  impractical  to  determine  the  exact  amount  of  the 
tax  on  a  vehicle-by- vehicle  basis,  it  was  contemplated  that  manufac- 
turers could  comply  with  the  consumer  refund  requirements  using  a 
limited  amount  of  averaging.  For  example,  since  manufacturers'  trans- 
portation expenses  were  excludable  from  the  rate  base  upon  which  the 
passenger  automobile  tax  was  imposed,  it  was  expected  that  manufac- 
turers would  be  permitted  to  compute  the  credit  for  any  one  class  of 
passenger  cars  by  reducing  the  actual  sale  price  by  the  average  trans- 
portation costs  for  that  class  of  passenger  cars.  This  method  was  not 
to  be  permitted  unless  the  manufacturer  demonstrated  that  the  refunds 
to  consumers  would  not  be  less  than  the  aggregate  of  the  taxes  that 
had  previously  been  passed  on  to  the  consumers  on  account  of  consumer 
purchases  during  the  relevant  period  (i.e.,  after  August  15  or  Septem- 
ber 22).  Apart  from  the  averaging  device  just  described,  and  similar 
adjustments  where  this  is  found  necessary,  the  entire  tax  that  had  been 
passed  on  to  a  consmner  was  to  be  refunded  to  the  consumer  for  the 
manufacturer  to  obtain  any  refund  under  this  provision.  These  pro- 
cedures are  the  same  as  those  used  after  the  Excise  Tax  Reduction  Act 
of  1965. 

Congress  intended  and  expected  the  Internal  Revenue  Service  to 
allocate  the  necessary  personnel  to  process  consumer  refund  claims 
as  soon  as  possible.  The  manufacturer  was  not  to  be  permitted  to  claim 
a  refund  until  he  showed  he  had  already  reimbursed  tlie  ultimate  pur- 
chaser. However,  there  was  no  intention  that  the  government  delay 
refunding  taxes  or  that  the  manufacturers  be  out-of-pocket  for  the 
taxes  any  longer  than  was  necessarj^  for  administrative  reasons.  In- 
deed, any  unnecessary  delays  would  detract  from  the  stimulative  pur- 
poses of  these  repeal  provisions. 
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4.  '"'' Demonstrator^''  vehicles 

The  floor  stocks  refunds  and  consumer  refunds  provided  by  this  Act 
were  to  be  available  only  in  the  case  of  "new"  tax-repealed  articles  sold 
during  the  periods  described  above  or  held  by  a  dealer  at  the  time  the 
repeal  of  the  taxes  became  effective.  Questions  arose  as  to  whether 
"demonstrators"  are  new  for  this  purpose.  "Demonstrators"  are  pas- 
senger automobiles  and  light-duty  trucks  used  by  a  dealer's  sales  per- 
sonnel for  a  period  of  time  and  then  sold. 

Congress  believed  that  "demonstrators"  should  be  treated  as  "new," 
and  thus  entitled  to  the  consumer  or  floor  stocks  refunds,  where  they 
were  intended  for  sale  as  new  vehicles  rather  than  as  used  ones.  In 
the  case  of  passenger  automobiles,  in  order  for  a  demonstrator  to  be 
considered  sold  as  new  (or  in  the  dealer's  inventory  as  a  new  car  on  the 
tax  repeal  date) ,  the  dealer  must  show  that  the  label  required  by  the 
Automobile  Information  Disclosure  Act  of  1958  (Public  Law  85-506) 
was  affixed  to  a  window  of  the  vehicle  when  the  vehicle  was  sold  (or  was 
in  the  dealer's  inventory  on  the  tax  repeal  date) .  In  addition,  the  dealer 
must  show  either  that  the  vehicle  was  sold  (or  was  to  be  sold)  under  a 
full  written  or  express  warranty  by  which  the  manufacturer  is  obli- 
gated to  the  consumer,  or  must  show  "newness"  by  other  evidence  ac- 
ceptable to  the  Internal  Revenue  Service.  It  was  anticipated  that  the 
Internal  Revenue  Service  would  provide  that  a  written  or  express  war- 
ranty would  not  be  considered  to  be  a  full  warranty  unless  more  than 
50  percent  of  the  mileage  and  time-period  coverage  was  unexpired  on 
the  date  the  vehicle  was  sold  (or  was  held  for  sale  in  the  dealer's  inven- 
tory on  the  tax  repeal  date) .  However,  a  resale  of  a  vehicle  would  never 
be  considered  to  be  the  sale  of  a  new  vehicle  even  if  more  than  50  percent 
of  the  mileage  and  time-period  coverage  was  unexpired  on  the  date  the 
vehicle  was  sold  (or  was  held  for  sale  in  the  dealer's  inventory  on  the 
tax  repeal  date). 

Where  after  August  15  and  before  the  day  after  the  date  of  enact- 
ment of  the  Act  (December  11,  1971),  a  dealer  purchases  a  passenger 
automobile  from  a  manufacturer  and  the  automobile  is  used  by  the 
dealer  as  a  demonstrator,  but  not  in  a  manner  which  qualifies  it  as  a 
new  automobile,  the  dealer  would  be  considered  the  ultimate  purchaser 
and  therefore  eligible  for  a  consumer  refund.  This  would  be  true  even 
if  the  dealer  sold  the  car  to  a  consumer  as  a  used  car  prior  to  the  day 
after  the  date  of  enactment.  (For  administrative  purposes,  however, 
the  Internal  Revenue  Service  may  decide  to  permit  the  dealer  to  elect 
(with  the  consent  of  the  manufacturer)  to  include  such  an  automobile 
in  his  floor  stocks  inventory  (whether  or  not  held  by  the  dealer  on 
December  11,  1971)  as  an  alternative  to  requesting  separate  reim- 
bursement under  the  consumer  refund  provisions  of  the  Act.) 

In  the  case  of  light-duty  trucks  used  by  the  dealer  as  "demonstra- 
tors," there  is  no  stautory  requirement  that  the  truck  display  any 
label.  As  a  result,  although  generally  the  same  circumstances  described 
above  for  automobiles  used  as  demonstrators  apply  in  the  case  of  light- 
duty  trucks  used  as  demonstrators  (except  that,  for  light-duty  trucks 
the  manufacturer  must  ha-^^e  sold  the  vehicle  after  September  29  in- 
stead of  after  August  15) ,  there  is  to  be  no  requirement  that  a  label  be 
displaved. 

In  the  case  of  cars  that  have  been  made  available  by  a  dealer  for 
student  training  purposes  before  August  16  and  which  are  returned 
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to  the  dealer  and  sold  after  August  15,  the  Congress  believed  they 
should  be  treated  in  the  same  manner  as  demonstrator  cars ;  that  is, 
for  a  student  training  car  to  be  considered  as  a  new  car,  it  must  have 
the  label  affixed  to  a  window  of  the  vehicle  when  it  was  sold  (or  in  the 
dealer's  inventory  on  the  tax  repeal  date)  and  the  remaining  warranty 
on  the  car  must  have  been  more  than  50  percent  of  the  mileage  and  time- 
period  coverage  of  the  original  warranty. 

5.  Certain  uses  hy  marmfacturer^  etc.  {sec.  1^01  id)  of  the  Act  and  sec. 

1^218  of  the  code) 

Under  prior  law,  if  a  manufacturer  (or  importer)  of  a  passenger 
automobile  or  a  light-duty  truck,  used  the  vehicle  himself  (other  than 
in  the  manufacture  of  another  taxable  article) ,  he  was  liable  for  tax  in 
the  same  manner  as  if  the  article  were  sold  by  him.  In  this  case  the  tax 
was  computed  on  the  price  at  which  he  (or  other  manufacturers  or  im- 
porters) sold  the  same  or  similar  articles  in  the  ordinary  course  of 
trade. 

Congress  believed  that  where  a  manufacturer  (or  importer)  paid 
a  tax  on  account  of  his  use  of  the  article  during  the  consumer  refund 
period,  he  was  as  much  entitled  to  reimbursement  as  would  be  any  other 
consumer.  Accordingly,  the  Act  provided  that  where  an  automobile 
or  light-duty  truck  was  used  by  a  manufacturer  (or  importer)  and  as 
a  result  of  this  use  a  tax  was  paid  after  August  15,  1971,  in  the  case  of 
automobiles  (or  September  22,  1971,  in  the  case  of  light-duty  trucks), 
the  payment  was  to  be  treated  as  an  overpayment.  The  effect  of  this  is 
to  entitle  the  manufacturer  (or  importer)  to  a  refund  (or  credit). 
In  such  a  case,  of  course,  the  subsequent  sale  of  the  vehicle  would  not 
also  give  rise  to  a  consumer  refund  or  a  floor  stocks  refund. 

6.  Tires  on  imported  vehicles  {sec.  M)l{f)  of  the  Act  and  sec.  Jfi71{e') 

of  the  code) 

Under  present  law,  highway  vehicle  tires  and  inner  tubes  are  subject 
to  a  manufacturers  excise  tax  of  10  cents  a  pound.  In  the  case  of 
original  equipment  tires  on  domestic  automobiles  and  trucks  a  credit 
was  provided  for  the  tax  paid  on  these  tires  to  prevent  a  double  tax-^ 
the  tire  tax  and  the  automobile  or  truck  tax.  In  other  words,  a  credit 
was  allowed  against  the  7-percent  excise  tax  on  automobiles  (or  10  per- 
cent tax  on  trucks)  for  7  percent  (or  10  percent  in  the  case  of  trucks) 
of  the  purchase  price  of  the  tires.  In  the  case  of  imported  automobiles 
and  trucks,  however,  the  original  equipment  tires  were  not  subject  to  a 
separate  tire  tax. 

Congress  concluded  that  it  was  appropriate  to  provide  that  original 
equipment  tires  on  imported  vehicles  (other  than  bicycles),  equip- 
ment, and  implements  are  to  be  subject  to  the  tire  tax,  thereby  equaliz- 
ing in  this  respect  the  excise  tax  treatment  of  domestic  and  imported 
vehicles.  The  proceeds  of  this  tire  tax  are  transferred  to  the  Highway 
Trust  Fund  (as  was  already  true  in  the  case  of  domestic  tires  and  of 
imported  tires  other  than  those  brought  in  mounted  on  imported 
vehicles). 

7.  Other  technical  changes 

Small  three-ioheeled  motor  vehicles  {sec.  Ifil{g)  of  the  Act  and  sec. 
4068  of  the  code). — ^Under  prior  law  the  excise  tax  on  trucks  did  not 
apply  to  any  small  three- wheeled  vehicle  whose  chassis  weighs  not  more 
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than  1,000  pounds  and  which  is  powered  by  a  motor  which  does  not 
exceed  18  brake  horsepower  (rated  at  4,000  revolutions  per  minute). 
Since  the  Act  repealed  the  tax  on  light-duty  trucks,  which  have  a  gross 
vehicle  weight  of  10,000  pounds  or  less,  Congress  concluded  that  there 
was  no  need  to  continue  the  exemption  for  the  small  three- wheeled  mo- 
tor vehicles  since  these  vehicles  would  in  any  event  be  f  re«  of  tax  under 
the  exemption  for  light-duty  trucks.  Accordingly,  the  Act  repealed  the 
exemption  for  these  small  three- wheeled  vehicles. 

Rate  of  tax  stated  on  neio  car  Jahels  {sec.  Ji01{g)  of  the  Act). — -The 
Excise,  Estate,  and  Gift  Tax  Adjustment  Act  of  1970  (sec.  304  of 
that  Act,  15  U.S.C.  1232(a))  provided  that  where  a  manufacturers 
excise  tax  is  imposed  under  the  Internal  Revenue  Code  on  a  sale  of  a 
new  automobile,  which  is  required  by  the  Automobile  Information 
Disclosure  Act  to  have  a  label  affixed  to  it,  the  person  required  to  affix 
the  label  must  also  state  on  the  label  that  the  Federal  manufacturers 
excise  tax  was  imposed  and  the  percentage  rate  at  which  the  tax  was 
imposed.  Since  this  Act  repealed  the  excise  tax  on  automobiles,  there 
was  no  reason  to  continue  this  provision.  Accordingly,  this  Act  re- 
pealed the  1970  Act's  label  information  requirement,  effective  after 
December  10, 1971  (the  date  of  the  enactment  of  this  Act) . 

Installment  sales.,  etc.  {sec.  If.01{Ti)  of  the  Act  and  sec.  Jf.216{c)  of 
the  code). — In  the  case  of  partial  payment  in  connection  with  leases, 
certain  types  of  installment  sales,  conditional  sales,  or  certain  types 
of  chattel  mortgage  arrangements,  present  law  provides  that  the  manu- 
facturers excise  tax  is  to  be  paid  upon  each  partial  payment  and  is  to 
be  based  on  the  tax  rate  in  effect  on  the  date  each  partial  payment  is 
due.  To  avoid  windfall  benefits  to  a  manufacturer  where  the  lease, 
installment  sale,  etc.,  took  into  account  the  7-percent  or  10-percent  tax, 
the  Act  provided  that  no  tax  is  due  on  partial  payments  after  the  tax 
repeal  date  if  the  lessor  or  vendor  establishes  that  the  amount  of  the 
payments  payable  after  that  date  has  been  reduced  by  the  amount  of 
tax  that  would  otherwise  have  been  due  with  each  partial  payment 
after  that  date.  If  the  lessor  or  seller  does  not  reduce  the  amount  of  the 
payments,  however,  the  tax  reduction  provided  by  the  Act  will  not 
apply  to  the  article  on  which  those  partial  payments  are  being  made. 
In  other  words,  for  the  tax  reduction  to  be  available  in  partial  pay- 
ment cases,  the  benefit  of  the  repeal  must  be  passed  on  to  the  lessee  or 
purchaser. 

8.  Effective  date  {sec.  401  {h)  of  the  Act) 

Except  in  the  case  of  installment  sales,  etc.  (described  above),  the 
repeal  of  the  excise  tax  on  passenger  automobiles,  light-duty  trucks, 
etc.,  applies  to  articles  sold  on  or  after  the  day  after  the  date  of  the 
enactment  of  the  Act  (that  is,  on  or  after  December  11,  1971) . 

The  Act  also  provides  that  an  article  is  not  to  be  considered  as  sold 
before  the  day  after  the  date  of  the  enactment  of  the  Act  unless  posses- 
sion or  right  to  possession  passes  to  the  purchaser  before  that  day. 

9.  Revenue  effect 

The  revenue  loss  from  the  repeal  of  the  excise  tax  on  passenger  auto- 
mobiles is  estimated  to  be  $2.2  billion  for  the  fiscal  year  1972,  $2.0  bil- 
lion for  the  fiscal  year  1973,  and  $1.8  billion  for  the  fiscal  year  1974. 
This  decline  in  revenue  loss  is  due  to  the  scheduled  decrease  in  the  tax 
rate  under  prior  law  from  7  percent  for  1972  to  6  percent  for  1973, 
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and  to  5  percent  for  1974.  The  long-run  revenue  loss  from  the  immedi- 
ate repeal  by  the  Act  will  be  further  reduced  by  the  scheduled  phaseout 
under  prior  law  of  the  tax  and  its  eventual  repeal  as  of  January  1, 
1982. 

It  is  estimated  the  repeal  of  the  excise  tax  on  light-duty  trucks 
and  buses  will  result  in  a  revenue  loss  of  $280  million  for  the  fiscal 
year  1972  and  $360  million  for  the  fiscal  year  1973.  This  revenue  loss 
will  come  out  of  the  Highway  Trust  Fund.  For  the  fiscal  year  1973, 
estimated  receipts  from  the  tax  on  light-duty  trucks  under  prior  law 
would  represent  about  50  percent  of  the  projected  $720  million  in 
revenues  under  prior  law  from  the  tax  on  all  trucks  and  buses  and  ap- 
proximately 6  percent  of  the  total  Trust  Fund  revenues  of  $5.9  billion. 
In  addition,  the  repeal  of  the  excise  tax  on  trailers  having  a  gross  ve- 
hicle weight  of  10,000  pounds  or  less  used  with  light-duty  trucks  results 
in  a  revenue  loss  from  the  Highway  Trust  Fund  estimated  at  $3  mil- 
lion. The  extension  of  the  tire  tax  to  imported  vehicles  not  subject  to 
the  auto  or  truck  taxes  is  expected  to  produce  approximately  $25  mil- 
lion per  year  for  the  Highway  Trust  Fund. 

E.  Credit  Against  the  Occupational  Tax  on  Coin-Operated 

Gaming  Devices 

(Sec.  402  of  the  Act  and  sec.  4464  of  the  code) 

Present  law  (unchanged  by  the  Act)  imposes  a  $250  annual  special 
tax  on  any  person  who  maintains  or  permits  the  use  of  a  "coin-operated 
gaming  device"  on  his  premises  (sec.  4461).  A  separate  tax  is  payable 
for  each  such  device.  A  "coin-operated  gaming  device"  is  defined  (sec. 
4462),  in  general,  as  a  slot  machine  which  provides  prizes  on  the  basis 
of  chance  to  the  person  operating  the  machine. 

For  many  years,  the  Congress  has  exempted  legal  parimutuel  opera- 
tions from  the  wagering  tax.  In  1965,  the  Congress  exempted  State- 
run  lotteries  from  the  wagering  tax.  In  line  with  those  precedents, 
and  in  order  to  not  interfere  unduly  with  State  decisions  to  derive 
revenue  from  taxes  imposed  on  slot  machines,  the  Congress  decided, 
in  this  Act,  to  allow  a  credit  against  the  Federal  slot  machine  tax  for 
similar  taxes  (other  than  general  personal  property  taxes)  paid  to  a 
State  government,  up  to  a  maximum  of  80  percent  of  the  Federal  tax. 

The  credit  is  available  only  where  the  slot  machine  is  located  in  the 
State  to  which  the  State  tax  is  paid,  and  only  where  the  maintenance 
of  the  slot  machine  does  not  violate  the  laws  of  that  State. 

Where  the  Federal  tax  is  to  be  paid  for  a  period  before  the  State 
tax  is  to  be  paid  for  that  period,  authorization  is  provided  for  reduc- 
tion of  the  Federal  tax  payment  by  the  estimated  amount  of  the  credit 
to  be  allowed  for  payment  of  the  State  tax. 

This  provision,  which  went  into  effect  on  July  1, 1972,  is  expected  to 
reduce  Federal  revenues  by  about  $10  million  a  year,  if  all  States  with 
slot  machines  enact  taxes  which  may  be  credited  against  the  Federal 
tax. 

F.  Domestic  International  Sales  Corporations 

As  indicated  in  the  discussion  of  the  reasons  for  the  Act,  the  Con- 
gress believes  that  it  is  important  to  provide  tax  incentives  for  U.S. 
firms  to  increase  their  exports.  This  is  important  not  only  because  of 
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its  stimulative  effect  but  also  to  remove  a  disadvantage  of  U.S.  com- 
panies engaged  in  export  activities  through  domestic  corporations. 
Prior  to  enactment,  they  were  treated  substantially  less  favorably  than 
those  which  manufacture  abroad  through  the  use  of  foreign  subsidiary 
corporations.  United  States  corporations  engaging  in  export  activities 
were  taxed  currently  on  their  foreign  earnings  at  the  full  U.S.  cor- 
porate income  tax  rate  regardless  of  whether  these  earnings  were  kept 
abroad  or  repatriated.  In  contrast,  U.S.  corporations  which  produce 
and  sell  abroad  through  foreign  subsidiaries  generally  can  postpone 
payment  of  U.S.  tax  on  these  foreign  earnings  so  long  as  they  are 
kept  abroad. 

In  addition,  other  major  trading  nations  encourage  foreign  trade 
by  domestic  producers  in  one  form  or  another.  Where  value  added  taxes 
or  multistage  sales  taxes  are  used  to  any  appreciable  extent,  the  prac- 
tice is  to  refund  taxes  paid  by  the  exporter  at  the  time  of  export  and 
to  impose  these  taxes  on  importers.  In  the  case  of  income  taxes  as  well, 
however,  most  of  the  major  trading  nations  have  features  in  their  tax 
laws  which  tend  to  encourage  exports.  Both  to  provide  an  inducement 
for  increasing  exports  and  as  a  means  of  removing  discrimination 
against  those  who  export  through  U.S.  corporations,  the  Act  provides 
a  deferral  of  tax  where  corporations  meeting  certain  conditions — 
called  Domestic  International  Sales  Corporations — are  used. 

1.  An  overall  view 

For  the  reasons  discussed  above,  the  Act  provides  a  system  of  tax 
deferral  for  a  new  type  of  U.S.  corporation  known  as  a  Domestic 
International  Sales  Corporation,  or  a  "DISC,"  and  its  shareholders. 
Under  this  tax  system,  the  profits  of  a  DISC  are  not  to  be  taxed  to 
the  DISC  but  instead  are  to  be  taxed  to  the  shareholders  when  dis- 
tributed to  them.  However,  Congress  believes  that  the  tax  deferral 
treatment  made  available  to  a  DISC  should  be  limited.  Therefore,  it 
has  provided  that  deferral  is  to  be  available  for  50  percent  of  the 
export  income  of  a  DISC. 

The  deferral  of  tax  accorded  to  profits  earned  by  the  DISC  ends  not 
only  when  those  profits  are  distributed  to  the  DISC's  shareholders  but 
also  when  the  DISC  fails  to  continue  qualifying  as  a  DISC  (in  this 
case  the  profits  are  taxed  to  the  shareholders  as  "deemed"  distribu- 
tions). For  example,  when  a  DISC's  profits  are  distributed  to  a  cor- 
porate shareholder,  the  shareholder  is  treated  in  most  respects  as  if  it 
were  the  initial  recipient  of  the  profits ;  as  a  result,  no  intercorporate 
dividends  received  deduction  is  available  for  these  profits,  but  instead 
the  profits  are  treated  as  foreign  source  income  and  the  shareholder 
is  allowed  to  credit  against  its  tax  liability  on  these  profits  any  in- 
come taxes  paid  to  a  foreign  country  (by  the  DISC  or  a  subsidiary  of 
the  DISC,  but  this  income  cannot  be  used  to  offset  unrelated  foreign 
tax  credits  even  if  the  shareholder  is  on  the  "overall  limitation"). 

To  qualify  as  a  DISC,  at  least  95  percent  of  a  corporation's  gross 
receipts  must  arise  from  export  sale  or  lease  transactions  and  other 
export-related  investments  or  activities.  In  addition,  at  least  95  per- 
cent of  the  corporation's  assets  must  be  export  related.  Included  in 
export-related  assets  are  "producer's  loans"  which  are  loans  (subject 
to  certain  restrictions)  made  to  the  U.S.  parent  producer  (or  any  other 
U.S.  exporter)  to  the  extent  of  the  producer's  assets  used  for  export 
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business.  These  loans  by  a  DISC  do  not  give  rise  to  taxation  of  the 
DISC  or  the  parent  on  the  amounts  loaned. 

The  Congress  was  concerned  that  the  tax-deferred  profits  of  a  DISC 
which  are  loaned  to  the  DISC's  parent  company  (or  affiliated  com- 
pany) may  be  used  for  investments  in  foreign  plant  and  equipment 
by  the  parent  (or  domestic  or  foreign  affiliate).  To  limit  this  possibil- 
ity, it  has  provided  that  to  the  extent  the  controlled  group,  which 
includes  the  DISC,  invests  profits  of  the  DISC  in  foreign  plants  and 
equipment,  deferral  is  to  cease  with  respect  to  the  profits.  The  group 
is  treated  as  having  invested  the  DISC  profits  in  this  manner  to  the 
extent  the  group's  investments  in  foreign  plant  and  equipment  are  in 
excess  of  specified  amounts  of  foreign  source  capital  of  the  group 
(generally,  one-half  the  amount  of  the  earnings  of  (and  fees  and 
royalties  paid  to  domestic  members  of  the  group  by)  the  foreign  af- 
filiates, the  amount  of  capital — debt  or  equity — raised  abroad  by  the 
group,  additions  to  foreign  depreciation  reserves  by  the  group,  and 
the  uncommitted  transitional  funds  of  the  group). 

Although  up  to  50  percent  of  the  income  of  a  DISC  is  not  to  be 
subject  to  current  taxation,  each  year  a  DISC  is  deemed  to  have  dis- 
tributed to  its  shareholders  certain  types  of  its  income,  thus,  subjecting 
that  income  to  current  taxation  in  the  shareholder's  hands.  The  prin- 
cipal types  of  income  falling  in  this  category  are  the  income  repre- 
senting 50  percent  of  the  DISC's  income,  the  interest  realized  by  the 
DISC  on  its  "producer's  loans,"  and  any  amount  of  a  producer's  loan 
that  is  considered  invested  in  foreign  plant  and  equipment. 

Generally,  present  law  requires  sales  between  a  parent  corporation 
and  its  subsidiary  to  be  made  on  an  arm's  length  basis ;  that  is,  at  the 
price  the  parent  company  would  have  charged  an  unrelated  third 
party.  Special  pricing  rules  in  the  Act  permit  a  DISC  to  earn  a  larger 
relative  amount  of  the  profits  arising  on  sales  by  the  DISC  of  its 
parent  company's  export  products. 

2.  Taxation  of  a  DISC  (sec.  501  of  the  Act  and  sec.  991  of  the  code) 
As  a  general  rule,  the  Act  provides  that  a  DISC  is  not  to  be  subject 

to  income  taxes  (or  more  specifically  the  taxes  imposed  by  subtitle  A 
other  than  the  tax  imposed  by  chapter  5 )  although  its  shareholders  are 
taxed  on  an  amount  representing  50  percent  of  the  DISC's  income.  The 
remaining  50  percent  of  the  profits  of  a  DISC  are  to  be  fully  free  of  tax 
in  the  liands  of  iho,  DISC  (as  discussed  subsequentl}^,  these  profits  will 
be  subject  to  tax  in  the  hands  of  the  shareholders  when  distributed  or 
deemed  distributed).  Both  the  determination  of  whether  a  corporation 
qualifies  as  a  DISC  and  the  tax  deferral  provided  by  the  Act  apply  on  a 
year-by-year  basis.  The  taxes  foregone  in  the  case  of  a  DISC  include 
not  only  the  regular  corporate  income  tax,  but  also  the  minimum  tax  on 
tax  preferences,  and  the  accumulated  earnings  tax.  Since  a  personal 
holding  company  cannot  qualify  as  a  DISC,  the  Act  does  not  relieve  a 
corporation  from  this  tax  (sec.  541  of  the  code) . 

3.  Requirements  of  DISC  {sec.  501  of  the  Act  and  sec.  992  of  the  code) 
Definition  of  ^'■DISC''  and  '•^former  DISC''\ — The  Act  provides  that 

a  corporation  will  qualify  as  a  DISC  for  a  taxable  year  if  four  require- 
ments are  satisfied  with  respect  to  the  taxable  year :  the  gross  receipts 
test,  the  assets  test,  the  capitalization  requirement,  and  the  election 
requirement.  A  DISC,  also,  must  be  an  incorporated  entity  (under  the 
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laws  of  any  State  or  the  District  of  Columbia)  and,  thus,  associations 
otherwise  treated  as  corporations  under  the  code  may  not  qualify  as 
a  DISC. 

First,  at  least  95  percent  of  a  corporation's  gross  receipts  (defined  in 
sec.  993(f) )  for  the  taxable  year  must  be  composed  of  qualified  export 
receipts.  As  discussed  subsequently,  qualified  export  receipts  include 
receipts  arising  on  the  sale  or  lease  of  export  products  as  well  as  receipts 
from  other  specified  export-related  activities.  In  addition,  where  a 
corporation  seeking  to  qualify  as  a  DISC  sells  products  of  a  U.S. 
manufacturer  on  a  commission  basis  (rather  than  on  a  purchase  and 
resale  basis),  the  amount  of  gross  receipts  arising  on  the  commission 
sale  is  to  be  the  gross  receipts  from  the  sale  of  the  property  which  gave 
rise  to  the  commission. 

Second,  at  least  95  percent  of  the  assets  of  a  corporation  at  the  close 
of  its  taxable  year  must  be  qualified  export  assets  (determined  with 
reference  to  the  adjusted  basis  of  the  assets). 

Third,  to  qualify  as  a  DISC,  a  corporation  must  have  at  least  $2,500 
of  capital  (on  each  day  of  the  taxable  year  as  measured  by  the  par  or 
stated  values  of  its  outstanding  stock) .  This  test  is  designed  to  make 
sure  that  a  corporation  may  qualify  as  a  DISC  even  though  it  has 
relatively  little  capital.  It  is  recognized  that  this  rule  constitutes  a 
relaxation  of  the  general  rules  of  corporate  substance.  The  separate 
incorporation  of  a  DISC  is  required  to  make  it  possible  to  keep  a  better 
record  of  the  export  profits  to  which  tax  deferral  is  granted,  but  this 
does  not  necessitate  in  all  other  respects  the  separate  relationships 
which  otherwise  would  exist  between  a  parent  corporation  and  its 
subsidiary.  This,  however,  is  not  intended  to  lessen  the  general  rules  of 
corporate  substance  required  for  other  corporations  in  other  contexts. 

The  capitalization  requirement  also  precludes  a  DISC  from  having 
more  than  one  class  of  stock.  This  requirement  is  included  in  view  of 
the  complexity  which  would  result  under  a  deferral  system  of  taxation 
if  the  corporation  were  allowed  to  have  more  than  one  class  of  stock. 
For  example,  if  more  than  one  class  of  stock  were  allowed  where  the 
disc's  earnings  must  be  deemed  paid  to  its  shareholders,  it  would  have 
been  necessary  to  include  in  the  Act  a  special  set  of  rules  specifying  how 
the  earnin,o-s  would  be  allocated  to  each  class  of  stock. 

Fourth,  to  qualify  as  a  DISC  for  any  year,  a  corporation  must  have 
elected  to  be  treated  as  a  DISC. 

The  rules  provided  by  the  Act  are  to  apply  to  a  corporation  and  its 
shareholders  for  any  year  in  which  it  is  a  DISC  and  for  any  year  in 
which,  although  it  is  not  a  DISC  for  that  year,  there  are  potential  tax 
consequences  arising  from  the  fact  that  it  was  a  DISC  for  a  prior  year. 
In  the  latter  case  the  corporation  is  considered  a  "former  DISC." 
There  are  two  potential  tax  consequences  resulting  from  the  fact  that 
the  corporation  was  a  DISC  in  a  preceding  taxable  year :  the  corpora- 
tion may  have  undistributed  amounts  of  tax  deferred  income  which  are 
to  be  taxed  to  its  shareholders  or  it  may  have  undistributed  amounts 
of  income  which  previously  had  been  taxed  to  the  shareholders  but  not 
actuallv  distributed  to  them. 

In  addition,  provision  is  made  for  re2:ulations  to  provide  rules  deal- 
ing with  a  corporation  which  has  filed  a  return  as  a  DISC  and  sub- 
sequently claims  that  it  is  not  eligible  for  DISC  status.  The  regulations 
are  to  provide  that  in  the  case  of  a  corporation  which  has  not  indi- 


89 

cated  more  than  30  days  before  the  running  of  the  statute  of  limi- 
tations for  the  year  that  it  is  not  a  DISC  and  has  filed  a  tax  return 
as  if  it  were  a  DISC,  then  the  corporation  (and  its  shareholders  with 
respect  to  distributions  or  deemed  distributions  from  the  corporation) 
is  to  be  treated  as  if  it  were  a  DISC  for  the  year  in  question,  if  the 
Internal  Revenue  Service  has  not  issued  a  notice  of  deficiency  based 
upon  a  determination  that  the  corporation  was  not  a  DISC. 

Election  to  he  treated  as  a  DISC. — For  a  corporation  to  qualify 
as  a  DISC  under  the  election  referred  to  above,  it  must  (except  as 
otherwise  provided  in  rules  prescribed  by  the  Treasury)  make  the 
election  during  the  90-day  period  immediately  prior  to  the  beginning 
of  the  taxable  year.  In  addition,  for  the  election  to  be  valid,  all  of  the 
persons  who  are  shareholders  on  the  first  day  of  the  initial  election 
year  must  consent  to  the  election.  The  requirement  that  the  share- 
holders consent  to  the  election  need  not  be  satisfied  on  the  first  day 
of  the  first  taxable  year  for  which  the  election  is  effective.  It  is  antici- 
pated the  corporation  will  be  given  a  reasonable  period  of  time  to 
obtain  these  consents.  However,  if  it  fails  to  obtain  all  of  these  con- 
sents within  the  time  specified,  except  where  the  statute  has  run  and 
it  has  not  been  determined  that  the  corporation  was  not  a  DISC  (sec. 
992(a)  (2) )  the  corporation  will  not  be  treated  as  a  DISC. 

Once  made,  an  election  continues  in  effect  for  subsequent  years 
whether  or  not  the  corporation  actually  qualifies  as  a  DISC  in  a  given 
subsequent  year,  until  such  time  as  the  election  is  either  revoked  or  is 
terminated  by  reason  of  a  continued  failure  over  a  5 -year  period  of 
the  corporation  to  qualify  as  a  DISC.  The  purpose  of  this  provision 
is  to  make  it  unnecessary  for  a  corporation  to  make  a  new  election 
each  year  to  qualify  as  a  DISC.  If  a  corporation  makes  a  valid  elec- 
tion to  be  treated  as  a  DISC,  the  rules  provided  by  the  Act  apply  to 
the  corporation  and  to  all  persons  who  are  shareholders  of  the  cor- 
poration at  any  time  on  and  after  the  election  becomes  effective  (i.e., 
not  only  the  initial  shareholders  but  their  successors  in  interest  as 
well) . 

An  election  to  be  treated  as  a  DISC  may  be  revoked  at  any  time 
after  the  first  year  it  is  in  effect.  For  a  revocation  to  be  effective  for 
a  given  year,  however,  it  must  be  made  within  the  first  90  days  of 
that  year.  A  revocation  made  after  the  expiration  of  the  90-day 
period  will  not  take  effect  until  the  following  year.  The  Act  also 
provides  for  the  automatic  termination  of  an  election  where  the  cor- 
poration does  not  qualify  as  a  DISC  for  a  period  of  five  consecutive 
taxable  years. 

An  election  to  be  a  DISC  has  continuing  effect  except  where  it  is 
terminated  voluntarilv  or  where  the  corporation  fails  to  qnalifv  for  a 
5-year  period,  in  order  to  prevent  the  termination  of  the  election 
inadvertently  through  unintentional  disqualification  in  one  or  more 
years.  However,  even  where  a  DISC  election  has  been  terminated  vol- 
untarily or  under  the  .5-year  rule,  the  corporation  would  be  permit- 
ted to  make  a  new  election  in  the  future  to  be  treated  as  a  DISC  if  it  so 
desires. 

Distribidion  to  meet  qimli-fhcation  reqidrements. — The  Act  provides 
for  situations  under  which  a  corporation  may  distribute  its  non- 
qualified receipts  or  assets  after  the  end  of  the  taxable  year,  in  order 
to  satisfy  the  95-percent  gross  receipts  and  95-percent  assets  tests  for 
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a  year.  The  purpose  of  this  is  to  prevent  a  corporation  from  failing  to 
qualify  for  DISC  treatment  in  a  year  merely  because  of  its  failure 
to  meet  the  gross  receipts  or  assets  test. 

The  amount  a  corporation  must  distribute  under  the  distribution 
rules  set  out  below  is  the  sum  of  (A)  the  portion  of  its  taxable  income 
attributable  to  its  nonqualified  gross  receipts  (if  it  fails  to  satisfy 
the  gross  receipts  test)  plus  (B)  the  fair  market  value  of  the  non- 
qualified export  assets  held  by  it  on  the  last  day  of  the  taxable  year 
(if  it  fails  to  satisfy  the  assets  test  for  the  year) .  In  either  case  the  en- 
tire nonqualified  amount  must  be  distributed  and  not  merely  an 
amount  equal  to  the  extent  to  which  the  corporation  failed  to  satisfy 
the  test  or  tests  in  question.  In  determining  the  portion  of  a  corpora- 
tion's taxable  income  attributable  to  nonqualified  gross  receipts,  the 
entire  amount  of  the  gross  income  from  nonqualified  receipts  to  which 
expenses  are  not  definitely  allocable,  such  as  dividends,  will  be  taken 
into  account.  On  the  other  hand,  where  expenses  are  properly  allocable 
to  income,  the  expenses  are  to  be  considered  as  reducing  the  non- 
qualified gross  income. 

Also,  under  both  rules  a  distribution  will  not  cause  a  corporation  to 
qualify  as  a  DISC  unless  it  is  a  pro  rata  distribution  to  the  sharehold- 
ers with  respect  to  their  stock  and  is  specifically  designated  when  made 
as  a  distribution  to  meet  qualification  requirements.  In  other  words,  a 
corporation  which  made  a  normal  dividend  distribution  and  which 
consequently  discovered  that  it  did  not  qualify  as  a  DISC  for  the  pre- 
ceding year  is  not  to  be  permitted  to  redesignate  the  initial  dividend 
distribution  as  a  distribution  to  enable  the  corporation  to  qualify  as  a 
DISC. 

As  subsequently  discussed,  distributions  to  meet  qualification  re- 
quirements will  be  fully  taxable  to  the  shareholders  of  the  corpora- 
tion. The  dividends  received  deduction  is  not  to  be  available  with  re- 
spect to  these  distributions  and,  in  addition,  the  distributions  are  to 
be  tT-eated  as  TT.S.  source  income  (since  thev  are  not  attributable  to 
qualified  export  receipts)  and  thus  will  not  have  foreign  tax  credit 
consequences. 

One  distribution  rule  is  designed  to  apply  in  those  cases  where  a 
corporation  comes  relatively  close  to  satisfying  the  gross  receipts  or 
assets  tests.  A  corporation  which  has  failed  to  satisfy  either  the  gross 
receipts  or  assets  test  is  deemed  to  have  acted  with  reasonable  cause 
with  respect  to  both  the  failure  to  meet  those  tests  and  the  failure  to 
make  the  distribution  prior  to  the  time  the  distribution  is  made  if  at 
least  70  percent  of  the  corporation's  gross  receipts  for  the  year  are  qual- 
ified export  receipts  and  at  least  70  percent  of  the  assets  held  by  the 
corporation  on  the  last  day  of  each  month  of  the  year  are  qualified 
export  assets,  and  if  it  makes  a  distribution  of  the  appropriate  amount 
within  814  months  after  the  close  of  the  taxable  year.  For  this  Durnose 
all  assets  are  taken  into  account  at  their  adjusted  basis.  ^-Nrbere  these 
conditions  are  satisfied,  a  corporation  will  be  treated  as  having  satisfied 
the  gross  receipts  and  assets  test  for  the  taxable  year. 

A  second  distribution  rule  is  designed  to  deal  with  the  situation 
where  there  is  both  reasonable  cause  for  a  corporation's  failure  to  meet 
the  gross  receipts  or  assets  test  and  reasonable  cause  for  its  failure  to 
make  the  distribution  earlier  than  when  it  was  made.  '\Yliere  there  is  a 
reasonable  cause,  the  required  distribution  may  be  made  whether  or 
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not  less  than  70  percent  of  the  corporation's  gross  receipts  or  assets 
were  qualified. 

In  addition,  in  this  situation,  the  corporation  is  not  required  to  make 
the  distribution  within  the  8i/^  months  after  the  end  of  the  year,  as 
required  by  the  first  distribution  rule,  if  the  failure  to  make  the  distri- 
bution to  meet  the  gross  receipts  or  assets  test  within  8I/2  months  and 
before  the  date  when  actually  made  is  due  to  reasonable  cause.  Exam- 
ples of  conditions  that  may  be  reasonable  cause  are  blocked  foreign 
currency  and  foreign  expropriation.  If  conditions  exist  which  consti- 
tute reasonable  cause  but  subsequently  no  longer  exist,  the  regulations 
are  to  provide  that  a  corporation  will  no  longer  have  reasonable  cause 
for  failure  to  m.ake  a  distribution  after  the  90th  day  after  the  con- 
ditions constituting  reasonable  cause  no  longer  exist. 

Generally,  the  reasonable  cause  requirement  is  to  be  considered  as 
being  satisfied  where  the  action  or  inaction  which  resulted  in  the 
failure  to  meet  the  gross  receipts  or  assets  test  (or  failure  to  make 
the  distribution  earlier  than  when  it  was  made)  occurred  in  good  faith. 
For  example,  if  the  corporation's  qualified  receipts  subsequently  were 
determined  to  be  less  than  95  percent  of  its  total  receipts  as  a  result 
of  a  price  adjustment  made  by  the  Internal  Revenue  Service  (under 
sec.  482),  or  if  the  corporation  received  an  unanticipated  insurance 
recovery  which  caused  its  qualified  receipts  to  be  less  than  95  per- 
cent of  total  receipts,  the  failure  to  satisfy  the  gross  receipts  test  is 
to  be  considered  due  to  reasonable  cause. 

The  regulations  are  to  provide  that  where  the  reasonable  cause 
test  is  satisfied,  a  corporation  may  qualify  as  a  DISC  under  this  second 
rule,  subject  to  two  conditions.  First,  if  the  taxpayer  believes  in  good 
faith  that  he  had  satisfied  the  gross  receipts  or  assets  test,  the  appro- 
priate distribution  generally  must  be  made  within  90  days  from  the 
time  the  Internal  Revnue  Service  notifies  the  corporation  it  has  not 
satisfied  the  gross  receipts  or  gross  assets  test.  This  period  may  be  ex- 
tended by  the  Service  if  the  Commissioner  determines  additional  time 
is  reasonable  and  necessary  to  permit  the  distribution  to  be  made. 
In  addition,  the  period  for  making  the  distribution  is  to  be  extended  in 
any  case  where  the  corporation  contests  the  determination  of  the 
Service  in  the  courts. 

The  second  requirement  which  must  be  met  under  this  second  dis- 
tribution rule  is  that  the  corporation  must  pay  a  charge  to  the  Service. 
This  charge  is  intended  to  reflect  the  fact  that  the  tax  owing  on  the 
distribution  (from  the  shareholder),  in  effect,  has  been  deferred  from 
the  year  in  which  the  distribution  should  have  been  made  until  the 
year  in  which  it  actually  is  made.  The  amount  of  the  charge  is  414 
percent  of  the  distribution  times  the  number  of  taxable  years  that 
the  distribution  is  delayed.  (Since  the  charge  is  imposed  on  the  entire 
amount  of  the  distribution,  this  is  the  equivalent  of  a  9-percent  rate 
if  the  distributions  were  taxable  at  50  percent) .  For  this  purpose,  the 
year  with  respect  to  which  the  distribution  is  made  is  not  taken  into 
account  but  the  year  in  which  it  is  made  is  taken  into  account.  This 
charge  is  to  be  treated  by  the  corporation  as  an  interest  payment. 
The  payment  must  be  made  within  30  clays  of  the  time  the  distribution 
is  made. 

Ineligible  corporations. — The  Act  excludes  from  DISC  treatment 
various  types  of  organizations  where  it  would  be  inappropriate  to 
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combine  the  present  treatment  of  the  organization  with  DISC  treat- 
ment. These  ineligible  organizations  are  tax-exempt  organizations, 
personal  holding  companies,  banks,  savings  and  loan  associations 
and  other  similar  financial  institutions,  insurance  companies,  mutual 
funds,  China  Trade  Act  corporations  and  subchapter  S  corporations. 
C 0 ordination  with  personal  holding  company  provisions  in  case  of 
certain  produced  film,  rents. — The  Act  provides  that  a  personal  hold- 
ing company  is  not  eligible  to  be  a  DISC.  Therefore,  it  is  possible 
that  if  a  film  producer  organized  a  subsidiary  corporation  to  rent  films 
produced  by  it,  the  subsidiary  would  not  qualify  as  a  DISC  because 
the  film  rentals  it  received  may  be  classified  as  personal  holding  com_- 
pany  income.  If  the  rentals  had  been  received  directly  by  the  parent, 
the  rentals  generally  would  not  be  so  classified.  To  prevent  this  inad- 
vertent obstacle  to  the  formation  of  DISC'S  when  this  type  of  income 
is  involved,  the  Act  provides  that  if  a  parent  corporation  organizes  a 
subsidiary  corporation  for  the  purpose  of  qualifying  the  subsidiary 
as  a  DISC  and  transfers  any  interest  it  has  in  a  film  to  the  subsidiary, 
in  effect,  the  film  is  to  be  treated  in  the  hands  of  the  subsidiary  in  the 
same  manner  as  it  would  be  treated  in  the  hands  of  the  parent  company 
for  purposes  of  the  personal  holding  company  provisions.  The  effect 
of  this  rule  is  to  treat  rents  from  films  produced  by  the  parent  corpo- 
ration and  leased  or  rented  by  its  subsidiary  as  not  constituting  per- 
sonal holding  company  income  if  they  are  at  least  50  percent  of  the 
subsidiary's  income.  If  this  is  the  case,  the  subsidiary  will  not  be 
treated  as  a  personal  holding  company  and  will  not  be  ineligible  for 
DISC  treatment.  This  rule  applies  only  if  the  parent  owns  directly  80 
percent  or  more  of  the  stock  of  the  subsidiary  throughout  the  taxable 
year  in  which  the  actual  transfer  of  the  film  occurs. 

J}..  Definitions  and  special  rules  {sec.  501  of  the  Act  and  sec.  993  of  the 
code) 

Qualified  export  receipts. — As  previously  discussed,  for  a  corpora- 
tion to  qualify  as  a  DISC,  95  percent  of  its  gross  receipts  must  consist 
of  receipts  which  are  considered  to  be  export  related — i.e.,  qualified 
export  receipts.  The  Act  specifies  that  the  following  are  qualifi.ed  ex- 
port receipts — 

(1)  Receipts  from  the  sale  of  export  property.  (As  discussed 
subsequently,  this  generally  means  property  such  as  inventory 
manufactured  or  produced  in  the  United  States  which  is  sold  for 
direct  use,  consumption  or  disposition  outside  the  United  States 
or  to  an  unrelated  DISC  for  such  a  purpose.  Thus,  a  sale  of 
property  to  an  American  manufacturer  for  incorporation  in  a 
product  to  be  exported  would  not  be  considered  for  this  purpose 
as  an  export  sale. ) 

(2)  Receipts  from  the  leasing  (including  subleasing)  or  rental 
of  export  property  for  use  by  the  lessee  outside  of  the  United 
States.  (Whether  leased  property  satisfies  the  usage  test  is  to  be 
determined  on  a  j^ear-by-year  basis.  Thus,  the  receipts  on  a  lease 
of  export  property  might  qualify  in  some  years  and  not  in  other 
years  depending  on  the  lessee's  usage  of  the  property  in  the  years 
involved.)  However,  a  de  minimis  use  of  the  property  in  the 
United  States  is  permissible. 

(3)  Receipts  from  services  rendered  in  connection  with  a  qual- 
ified export  sale,  lease  or  rental  transaction  if  the  services  are  re- 
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lated  and  subsidiary  to  the  basic  export  transaction.  In  general^ 
a  service  is  related  to  a  sale,  lease  or  rental  if  it  is  of  the  type 
customarily  and  usually  furnished  with  that  type  of  transaction 
in  the  trade  or  business  in  which  the  transaction  arose  and  the 
contract  to  furnish  these  services  is  connected  with  the  sale,  lease 
or  rental.  A  service  is  subsidiary  if  it  is  of  less  importance  and 
value  as  compared  to  the  sale  or  lease.  (Transportation  services 
or  services  related  to  the  installation  or  maintenance  of  export 
property  would  generally  qualify  as  related  and  subsidiary  to 
the  sale,  etc. )  ^ 

(4)  Gains  from  the  sale  of  qualified  export  assets  (i.e.,  plant 
and  equipment  used  in  the  corporation's  export  busines  but  not 
inventory). 

(5)  Dividends  (and  amounts  considered  as  distributed  under 
subpart  F)  from  a  related  foreign  export  corporation  (generally 
a  foreign  selling  subsidiary  of  the  corporation  seeking  to  qualify 
as  a  DISC). 

(6)  Interest  on  obligations  which  are  qualified  export  assets, 
such  as  accounts  receivable  arising  in  connection  with  qualified 
export  sale,  lease  or  rental  transactions,  producer's  loans,  and 
obligations  issued,  guaranteed,  or  insured  by  the  Export-Import 
Bank. 

(7)  Receipts  from  engineering  or  architectural  ser^dces  on  for- 
eign construction  projects  which  either  are  located  abroad  or 
proposed  for  location  abroad.  These  services  would  include  feasi- 
bility studies,  and  design,  engineering  and  construction  super- 
vision. They  would  not  include  the  provision  of  technical  as- 
sistance or  know-how  or  services  connected  with  the  exploration 
for  oil.  2 

(8)  Receipts  for  management  services  provided  for  other 
DISC'S  (in  most  cases  a  series  of  small  DISC's)  to  aid  those 
DISC'S  in  deriving  qualified  export  receipts.  (These  would  in- 
clude the  various  managerial,  staffing,  and  operational  services 
necessary  to  operate  a  DISC.) 

To  limit  the  application  of  the  deferred  tax  treatment  provided 
by  the  Act  to  situations  which,  in  fact,  involve  export  transactions, 
the  Act  provides  that  regulations  may  designate  certain  receipts  as 
non-qualified  export  receipts.  Receipts  from  five  types  of  transactions, 
not  really  export  transactions,  are  to  be  excluded  from  the  category 
of  qualified  export  receipts.  These  include,  first,  receipts  arising  from 
the  sale  or  rental  of  property  for  ultimate  use  in  the  United  States 
by  itself  or  as  a  component  of  another  article.  Generally,  propeity 
is  to  be  considered  sold  or  rented  for  ultimate  use  in  the  United  States 
either  if  it  is  sold  (or  otherwise  transferred)  to  a  related  person  who 

1  For  example,  if  a  corporation  sells  a  business  machine  which  is  export  property  and 
contracts  to  service  the  machine,  the  gross  receipts  from  the  services  are  qualified  export 
receipts.  However,  if  a  corporation  is  engaged  to  render  services  and  as  an  incidental  part  of 
the  services  sells  export  property,  the  gross  receipts  from  the  services  are  not  qualified 
export  receipts  since  such  services  are  not  subsidiary  although  they  are  related  to  such  sale. 

-Examples  of  services  that  qualify  under  this  provision  are  architectural  services  in 
connection  with  the  design  of  a  building  cr  civil  engineering  services  in  connection  with  the 
erection  of  a  puhlic  project  such  as  a  bridge.  The  receipts  derived  from  these  services  are 
qualified  export  receipts  whether  or  not  they  are  related  and  subsidiary  to  the  sale  of  export 
property.  If  an  engineering  firm  is  engaged  in  a  turn-key  project  or  sole  responsibility 
project  performed  abroad,  the  gross  receipts  derived  from  the  engineering  and  architectural 
services  are  qualified  export  receipts.  If  the  engineering  firm  also  sells  export  property  for 
installation  in  the  project,  the  sale  also  produces  qualified  export  receipts.  However,  the 
sale  of  foreign  made  goods  does  not  generate  qualified  export  receipts. 
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uses  or  resells  the  property  (whether  or  not  incorporated  into  other 
property)  in  the  United  States,  or  in  the  case  of  a  sale  to  an  unrelated 
person,  if  the  sale  is  pursuant  to  an  agreement  or  understanding  that 
the  property  will  be  used  in.  (or  resold  for  use  in)  the  United  States 
or  if  a  reasonable  person  would  have  known  that  the  property  would 
be  used  in  (or  resold  for  use  in)  the  United  States.  For  example,  if 
property  were  sold  to  a  foreign  wholesaler  and  it  was  known  in  trade 
circles  that  the  wholesaler,  to  a  substantial  extent,  supplied  the  U.S. 
retail  market,  the  sale  would  not  be  a  qualified  export  sale. 

A  second  category  of  excluded  receipts  are  receipts  from  the  sale 
of  agricultural  products  under  the  P.L.  480  program  and  other  United 
States  G-overmnent  programs  designed  to  subsidize  exports.  For  this 
purpose,  programs  designed  to  subsidize  both  domestic  and  foreign 
markets  of  the  United  States  products  (such  as  general  price  sup- 
port programs)  are  not  to  be  treated  as  a  program  designed  to  sub- 
sidize exports  and  therefore  do  not  produce  excluded  receipts.  A  third 
category  is  receipts  from  direct  or  indirect  sales,  rentals,  or  services 
to  the  United  States  Government  where  the  Government  is  required 
by  law,  regulation,  or  similar  rule  to  purchase  U.S.  property  or  serv- 
ices. An  example  of  an  indirect  sale  to  the  United  States  Government 
resulting  in  a  nonqualified  receipt  would  be  a  sale  of  products  to  a 
foreign  wholesaler  who  it  is  known  in  turn  resells  the  products  to  the 
United  States  Army  in  the  foreign  country. 

A  fourth  type  oi  receipts  which  does  not  qualify  are  receipts  from 
another  member  of  the  same  controlled  group  of  corportaions  as  (:he 
recipient  corporation  where  the  corporation  involved  is  itself  a  DISC. 
A  final  category  of  nonqualified  receipts  is  receipts  arising  from  serv- 
ices provided  in  connection  with  any  sale,  lease  or  rental  which  itself 
is  excluded  in  any  of  the  above  described  categories. 

For  purposes  of  the  DISC  provisions,  the  term  "controlled  group" 
has  the  meaning  given  the  term  for  purposes  of  multiple  surtax 
exemptions  (sec.  1563(a)),  but  with  a  50-percent,  rather  than  an 
80-percent,  ownership  requirement.  In  addition,  the  limitations  (of 
sec.  1563(b) )  which  would  otherwise  have  excluded  exempt  organiza- 
tions, foreign  corporations,  insurance  companies,  and  franchise  cor- 
porations from  being  within  a  controlled  group  are  not  to  be  applied. 

Qualified  export  assets. — As  previously  indicated,  95  percent  of  a 
corporation's  assets  must  be  export  related  if  the  corporation  wishes  to 
qualify  as  a  DISC.  The  types  of  assets  classified  as  qualified  export 
assets  are — 

(1)  export  property  (i.e.,  inventory  meeting  certain  tests  de- 
scribed below)  ; 

(2)  assets  used  primarily  in  connection  with  the  sale,  rental, 
storage,  handling,  transportation,  packaging,  assembly  or  servic- 
ing of  export  property  or  the  performance  of  managerial,  engi- 
neering or  architectural  services  producing  qualified  export 
receipts ; 

(3)  accounts  receivable  and  evidences  of  indebtedness  of  the 
corporation  (or  if  the  corporation  acts  as  agent,  the  principal) 
held  by  the  corporation  which  arose  in  connection  with  qualified 
export  sale,  lease  or  rental  transactions  (including  related  and 
subsidiary  services)  or  the  performance  of  managerial,  engineer- 
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ing,  or  architectural  services  producing  qualified  export  receipts 
by  the  corporation ; 

(4)  money  and  temporary  investments,  such  as  bank  deposits 
reasonably  needed  for  the  working  capital  requirements  of  the 
corporation ; 

(.5)  obligations  arising  in  connection  with  producer's  loans  (as 
defined  below,  generally  loans  of  the  DISC'S  profits  to  its  parent 
company  or  other  U.S.  export  manufacturer)  ; 

(6)  stock  or  securities  of  a  related  foreign  export  corporation; 

(7)  obligations  issued,  guaranteed  or  insured  (including  rein- 
surance) by  the  Export-Import  Bank  or  the  Foreign  Credit  In- 
surance Association  (such  as,  interest  participation  certificates 
and  certificates  of  beneficial  ownership)  if  the  obligations  are 
acquired  from  the  Bank  or  Association  or  from  the  person  selling 
or  purchasing  the  goods  or  services  giving  rise  to  the  obligations ; 

(8)  obligations  of  a  domestic  corporation  organized  solely  to 
finance  sales  of  export  property  under  an  agreement  with  the 
Export-Import  Bank,  where  the  loans  are  guaranteed  by  that 
bank; and 

(9)  amounts  deposited  in  banks  at  the  end  of  its  taxable  year 
but  which  are  in  excess  of  the  reasonable  working  capital  needs 
of  the  corporation  which  are  invested  in  qualified  export  assets 
within  a  specified  period  of  time  after  the  end  of  the  taxable 
year. 

"Wliere  a  DISC  performs  packaging  or  assembly  operations  in  con- 
nection with  the  export  property  which  it  sells,  the  facilities  used  for 
this  purpose  are  to  constitute  qualified  export  assets  if  the  operations 
represent  packaging  or  assembly  operations  but  not  if  they  constitute 
manufacturing.  Generally,  if  the  property  sold  by  the  DISC  is  sub- 
stantially transformed  by  it  prior  to  sale,  the  property  is  to  be  treated 
as  having  been  manufactured  by  the  DISC.  In  addition,  a  DISC  gen- 
erally is  to  be  considered  as  having  manufactured  property  which  it 
sells,  if  the  operations  performed  by  the  DISC  in  connection  with 
that  property  are  substantial  in  nature  and  are  generally  considered 
to  constitute  the  manufacture,  production,  or  construction  of  property. 
Operations  performed  by  a  DISC  will  be  considered  to  be  manufactur- 
ing if  the  value  added  to  the  product  sold  by  reason  of  the  operations 
of  the  DISC  accounts  for  20  percent  or  more  of  the  total  cost  of  goods 
sold. 

As  indicated  above,  bank  deposits  of  a  DISC  which  are  in  excess  of 
its  working  capital  needs  are  to  be  considered  as  qualified  export  assets 
if  the  funds  are  invested  in  other  qualified  export  assets  within  a 
specified  period  of  time.  This  provision  is  designed  to  allow  a  DISC 
some  flexibility  in  its  operations,  for  example,  in  the  case  where  it 
receives  a  repaj^ment  of  a  producer's  loan  or  a  substantial  income  item 
in  the  latter  part  of  its  taxable  year  and  does  not  have  sufficient  time 
ill  which  to  convert  the  amount  into  a  qualified  export  asset  prior  to 
the  end  of  the  year.  In  such  a  case  the  regulations  are  to  provide  that 
the  excess  cash  on  hand  at  the  end  of  the  taxable  year  in  the  form  of 
bank  or  similar  deposits  is  to  be  considered  a  qualified  export  asset  as 
of  that  time,  if  the  following  test  is  met :  By  tiie  last  day  of  the  sixth, 
seventh,  and  eighth  months  after  the  end  of  the  year,  the  DISC  has 
increased  the  amount  of  its  other  types  of  qualified  export  assets  to  a 
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level  wliicli  is  at  least  95  percent  of  tlie  amount  of  the  total  assets  it 
held  on  the  last  day  of  that  year.  In  other  words,  it  is  not  required  that 
there  be  a  tracing  of  the  excess  bank  deposits  into  specific  qualified 
export  assets.  Eather,  if  by  the  last  days  of  the  three  months  men- 
tioned, the  level  of  the  DISC's  other  types  of  qualified  assets  has  in- 
creased to  the  point  where  the  DISC  would  have  satisfied  the  95  per- 
cent assets  tests,  if  it  had  held  those  assets  on  the  last  day  of  the  taxable 
year  in  question,  then  the  excess  bank  deposits  are  to  be  considered  as 
qualified  export  assets  on  the  last  day  of  the  year  in  question. 

Export  property. — Generally  the  principal  function  of  a  DISC  will 
be  the  selling,  leasing  or  renting  of  export  property  for  use  outside 
the  United  States.  The  type  of  property  which  is  considered  export 
property  is  property  which — • 

(1)  has  been  manufactured,  produced,  grown  or  extracted  in 
the  United  States  by  someone  other  than  a  DISC ; 

(2)  is  held  primarily  for  sale,  lease,  or  rental  in  the  ordinary 
course  of  business  for  use,  consumption  or  disposition  outside  the 
United  States,  or  which  is  held  by  the  DISC  for  sale,  lease  or 
rental  to  another  DISC  for  such  a  purpose ;  and 

(3)  not  more  than  50  percent  of  the  fair  market  value  of  which 
is  attributable  to  imported  articles. 

As  discussed  previously,  a  DISC  may  perform  assembly  operations 
in  connection  with  the  products  which  it  sells.  It  may  not,  however, 
engage  in  manufacturing  or  construction  activities  with  respect  to 
those  products.  If  the  activities  performed  by  a  DISC  in  connection 
with  the  products  represent  the  manufacture  of  property,  then  the 
products  will  not  be  considered  export  property  and  the  gross  receipts 
from  the  sale  of  the  products  will  not  be  qualified  receipts. 

In  determining  whether  property  which  is  sold  to  another  DISC  is 
sold  for  direct  use,  consumption  or  disposition  outside  the  United 
States,  the  fact  that  the  purchasing  DISC  holds  the  property  in  in- 
ventory prior  to  the  time  it  sells  it  for  use,  etc.,  outside  the  United 
States  will  not  affect  the  characterization  of  the  property  as  export 
property. 

In  determining  whether  a  product  has  a  sufficient  amount  of  U.S. 
■components  so  as  to  be  eligible  for  classification  as  export  property, 
any  foreign  components  imported  into  the  United  States  and  incor- 
porated in  the  product  are  to  be  taken  into  account  at  their  fair 
market  value  upon  importation  (i.e.,  at  what  would  be  their  full 
dutiable  value  in  the  absence  of  any  special  provisions  in  the  tariff 
laws  which  result  in  a  lower  dutiable  value).  For'example,  the  fact 
that  imported  foreign  goods  contain  some  U.S.  components,  which 
reduces  the  value  upon  which  duty  is  assessed  upon  importation,  is 
not  to  be  taken  into  account  in  determining  the  amount  of  the  value 
which  the  im?iorted  property  contributes  to  the  property  whicli  is  to 
be  exported.  In  other  words,  in  these  cases,  even  though  the  imported 
article  has  some  U.S.  content,  it  is  to  be  treated  as  if  it  were  100- 
percent  foreign  content. 

It  is  contemplated  that  the  customs  invoice  on  the  importation  of 
goods  into  the  United  States  will  be  used  in  evidencing  the  value 
of  the  imported  goods  for  DurDoses  of  this  test.  When  a,  TT.S,  manu- 
facturer sold  goods  with  foreijrn  components  to  a  DISC,  it  would 
furnish  a  certificate  to  the  DISC  regsirdino;  the  amount  of  the  foreign 
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content  in  the  product  which  would  be  based  on  the  information  on 
the  customs  invoice  forms. 

Although  the  foreign  content  test  generally  is  to  be  applied  on  an 
article-by-article  basis,  it  would  be  permissible  to  apply  the  test  on 
a  mass  account  basis  where  the  goods  taken  into  account  for  this 
purpose  are  essentially  identical.^ 

Where  a  category  of  property  is  not  in  sufficient  supply  to  meet  the 
demands  of  the  domestic  economy,  even  though  it  would  be  considered 
export  property  under  the  requirements  discussed  above,  the  Congress 
believed  it  would  be  inappropriate  to  make  the  tax  deferral  provided 
by  the  Act  available.  In  such  cases  there  is  no  reason  to  encourage 
exports.  In  view  of  this,  the  Act  provides  the  President  with  au- 
thority to  exclude  from  the  category  of  export  property  any  property 
which  he  determines  is  not  in  sufficient  supply  to  meet  the  require- 
ments of  the  domestic  economy.  If  the  President  makes  a  determina- 
tion of  this  nature  by  the  issuance  of  an  Executive  Order,  the  property 
involved  will  not  be  treated  as  export  property  during  the  period  for 
which  the  President  determines  and  designates  it  to  be  in  short  supply. 

The  Act  also  contains  a  provision  designed  to  prevent  U.S.  corpora- 
tions from  using  a  DISC  to  convert  substantial  amounts  of  what 
otherwise  would  be  manufacturing  or  operational,  as  distinct  from 
selling,  income  into  tax  deferred  income.  This  could  occur  if  property, 
which  otherwise  would  be  used  outside  of  the  United  States  in  the 
l^arent's  operations,  were  sold  by  the  parent  to  a  DISC  subsidiary  and 
then  rented  back  from  the  DISC,  since  this  would  permit  taxable  oper- 
ational profits  to  be  converted  into  tax-deferred  rental  income.  To  pre- 
vent this  result,  the  Act  provides  that  any  property  leased  to  a  corpora- 
tion which  is  a  member  of  the  same  group  of  controlled  corporations  as 
the  DISC  for  its  ultimate  use  is  not  to  be  considered  export  property 
in  the  hands  of  the  DISC.  For  this  purpose,  it  does  not  matter  whether 
the  related  corporation  leases  the  propertv  directly  from  the  DISC 
or  indirectly  from  a  lessee  of  the  DISC-  In  either  case,  the  property 
is  not  to  be  considered  export  property.  Thus,  if  a  DISC  leases  a  movie 
film  to  a  foreign  corporation  which  is  a  member  of  the  same  group 
of  controlled  corporations  and  that  foreign  corporation  then  leases 
the  film  to  persons  not  members  of  that  group  for  showing  to  the  gen- 
eral public,  the  film  is  not  to  be  considered  non-export  propertv  by 
reason  of  the  lease  from  the  DISC  to  the  foreign  corporation.  How- 
ever, if  the  persons  showing  the  film  to  the  general  public  are  mem- 
bers of  the  same  group  of  controlled  corporations  as  the  DISC,  the 
film  is  iTot  to  be  considered  export  property. 

Finally,  the  Act  provides  that  patents,  inventions,  m.odels,  desio-ns, 
formulas,  or  processes,  whether  or  not  patented,  copyrights  (other 
than  films,  tapes,  records,  or  similar  reproductions,  for  commercial  or 
home  useV.  o'oodwill,  trademarks,  trade  brands,  franchises,  or  other 
like  property  are  not  export  property.  Although  generally  the  sale  or 

s  whprp  idontioal  oomponpnts  of  domestic  and  foreign  source  are  used  intfrchanireihlv. 
thp  limitntion  nn  forpicn  fontpnt  ip  to  hp  fipplied  on  a  subptitution  basis  as  in  the  case  of  the 
rules  rpintlTisr  to  drnwbaf'k  acpoimts  under  the  custoras  laws.  For  example,  assume  that  a 
mnnnfactnrpr  riroflnces  a  total  of  20,000  electronic  devices.  10.000  of  which  are  exported. 
Assiirip  also  tliat  the  miior  pinrrle  component  in  each  device  is  n  tube  which  renrpsents 
fiO  percent  of  the  value  of  the  device.  .Assume  further  that  th"  mannfacturer  imnorts  10.000 
of  these  tiibps  and  the  remnininir  10.000  were  mannfactnred  in  the  United  States.  Tn 
accordance  with  thp  substitution  princinip  used  in  thp  cnst^ms  drawbacl;-  laws,  each  of  the 
10.000  exported  devices  is  considered  as  containinjr  a  tube  of  foreicrn  orisin  eqnal  to  60  per- 
cent of  its  total  value.  As  a  result,  since  the  50  percent  U.S.  content  requirement  is  not  met, 
the  exported  goods  are  not  export  propert.v. 
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license  of  a  copyright  does  not  produce  qualified  export  receipts  (since 
a  cop3^riglit  is  generally  not  export  property),  the  sale  or  lease  of  a 
copyrighted  book,  record,  or  other  article  does  generally  produce 
qualified  export  receipts. 

Producer's  loans. — As  indicated  previously,  a  DISC  is  permit- 
ted to  loan  its  tax  deferred  profits  back  to  its  parent  manufacturing 
company  (or  any  other  U.S.  export  manufacturing  corporation) ,  gen- 
erally, as  long  as  the  cumulative  amount  loaned  to  any  one  borrower 
does  not  exceed  the  amount  of  the  borrower's  assets  considered  as  being 
related  to  its  export  sales.  This  in  essence  is  the  same  proportion  of  the 
borrower's  assets  that  its  export  sales  are  of  its  total  sales.  These  loans — 
termed  "producer's  loans" — are  to  constitute  qualified  export  assets 
of  a  DISC  and  the  interest  arising  on  the  loans  is  to  represent  a  quali- 
fied export  receipt  of  a  DISC. 

For  a  loan  of  a  DISC'S  tax  deferred  profits  to  constitute  a  pro- 
ducer's loan,  the  loan  must  be  m.ade  to  a  borrower  who  is  engaged  in 
the  manufacturing,  production,  growing,  or  extraction  of  export  prop- 
erty in  the  United  States  and  at  the  time  the  loan  is  made  it  must  be 
designated  as  a  producer's  loan.  In  addition,  the  loan  must  be  evi- 
denced b^^  a  note  (or  some  other  evidence  of  indebtedness)  and  must 
have  a  stated  maturity  date  of  not  more  than  5  years.  If  a  loan  which 
qualifies  as  a  producer's  loan  is  not  collected,  by  the  DISC  when  it 
matures,  it  must  requalify  as  a  producer's  loan  as  of  the  maturity  date. 
If  a  producer's  loan  is  extended  at  maturity  for  a  period  which  does 
not  have  a  fixed  time  limit,  the  loan  is  to  cease  to  qualify  as  a  producer's 
loan  at  its  original  maturity. 

To  qualify  as  a  producer's  loan,  a  loan  must  be  made  out  of  the 
disc's  tax  deferred  profits — its  accumulated  DISC  income.  A  loan 
is  to  be  considered  as  made  out  of  accumulated  DISC  income  if  at 
the  beginning  of  the  month  in  which  the  loan  is  made,  the  amount  of 
the  loan,  when  added  to  the  unpaid  balance  of  all  other  producer's 
loans  previouslv  made  by  the  DISC,  does  not  exceed  the  DISC's 
accumulated  DISC  income. 

As  indicated  above,  a  limitation  is  placed  on  the  amount  of  a 
disc's  tax  deferred  profits  which  may  be  loaned  to  any  one  borrower, 
which  in  general  is  the  amount  of  the  borrower's  assets  treated  as 
export  related.  To  the  extent  a  loan  exceeds  the  borrower's  limitation, 
it  is  not  to  be  considered  a  producer's  loan.  Whether  a  loan  of  a 
Disc's  tax  deferred  profits  to  a  borrower  is  within  the  borrower's 
limitation  is  to  be  tested  at  the  time  the  loan  is  made  by  adding  the 
amount  of  the  loan  to  the  unpaid  balance  of  all  other  producer's  loans 
of  the  borrower  outstanding  at  that  time  and  comparing  this  amount 
to  the  borrower's  limitation. 

The  limitation  imposed  on  the  am.ount  of  loans  which  a  borrower 
may  receive  during  a  taxable  year  of  the  borrower  is  to  be  determined 
by  applving  the  percentage,  which  the  borrower's  export  receipts 
arising  from  its  sale  of  export  property  (through  a  DISC  or  other- 
wise) during  the  three  prior  taxable  years  is  of  its  aggregate  gross 
receipts  from  the  sale  of  inventory  property  during  that  period,  to  the 
total  of  iiho,  borrower's  assets  taken  into  account  for  this  purpose.  In  no 
event,  however,  are  the  receipts  of  a  taxable  year  beginning  before 
1972  to  be  taken  into  account  in  determining  this  percentage. 
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There  are  three  categories  of  a  borrower's  assets  which  are  taken 
into  account  in  determining  this  limitation  for  a  year :  (1)  the  amount 
of  the  borrower's  investment  in  plant,  machinery,  equipment  and 
supporting  production  facilities  in  the  United  States  as  of  the  begin- 
ning of  its  taxable  year  (taken  into  account  at  its  adjusted  basis  at 
that  time) ;  (2)  the  amount  of  the  borrower's  inventory  at  the  begin- 
ning of  the  taxable  year  (taken  into  account  in  the  m.anner  in  which 
the  Iborrower  normally  values  its  inventory)  ;  and  (3)  the  aggregate 
of  the  borrower's  research  and  experimental  expenditures  in  the  United 
States  during  all  preceding  years  of  the  borrower  which  began  after 
1971. 

In  addition  to  the  requirements  discussed  above,  a  loan  can  qualify 
as  a  producer's  loan  only  to  the  extent  that  the  DISC  is  able  to  show 
that  at  the  end  of  the  year  of  the  loan  the  borrower  increased  its  inven- 
tory, plant,  machinery,  and  equipment,  and  research  and  development 
expenditures  in  the  United  States  for  that  year  by  an  amount  equal  to 
the  loan. 

If  a  loan  of  a  DISC's  accumulated  DISC  income  qualifies  as  a 
producer's  loan  under  the  requirements  and  limitations  described 
above  at  the  time  when  the  loan  is  initially  made,  it  is  to  remain  a 
producer's  loan  until  its  maturity.  If  at  its  maturity  the  borrower's 
limitation  is  sufficient  to  permit  a  new  loan  in  the  amount  of  the  old 
loan,  then  the  old  producer's  loan  could  be  renewed  for  an  additional 
stated  period  of  up  to  5  years  and  then  would  qualify  as  a  producer's 
loan  for  that  period.  The  fact  that  a  borrower's  allowable  level  of 
producer's  loans  decreases  after  the  time  it  received  a  particular  pro- 
ducer's loan  does  not  affect  the  qualified  status  of  that  loan.  On  the 
other  hand,  a  loan  which  does  not  qualify  as  a  producer's  loan  at  the 
time  it  is  made  does  not  subsequently  become  a  producer's  loan  by  rea- 
son of  an  increase  in  the  borrower's  limitation. 

^Vhere  a  borrower  is  a  member  of  a  controlled  group  of  corporations, 
the  limitation  may  be  determined  at  the  borrower's  election  by  taking 
into  account  the.  export  sales  and  export-related  assets  of  the  group 
of  corporations  (other  than  any  member  of  the  group  which  is  a 
DISC). 

A  separate  limitation  from  that  described  above  may  be  used  in  the 
case  of  a  borrower  who  is  a  domestic  fihn  maker.  In  order  for  a  loan 
to  be  considered  a  producer's  loan  imder  this  rule  in  the  case  of  a 
domestic  film  maker  with  respect  to  a  film,  the  studio  used  for  filming 
and  for  recording  sound  must  be  located  in  the  United  States,  at  least 
80  percent  of  the  agg:res:ate  playing  time  of  the  film  must  be  photo- 
graphed within  the  United  States,  and  at  least  80  percent  of  the  total 
amount  paid  for  services  performed  in  the  making  of  the  film  must 
be  paid  to  persons  who  are  U.S.  persons  at  the  time  they  perform  the 
ser-vdces  (or  consists  of  amounts  vv'hich  are  fully  taxable  by  the  United 
States).  Since  whether  a  loan  qualifies  must  be  determined  at  the  time 
the  loan  is  made,  the  80-percent-of-amount-paid  requirement  does  not 
include  any  amount  contingent  upon  receipts  or  profits  of  the  film  if 
the  amoimts  are  fully  taxable  by  the  United  States  because  these  items 
are  unpredictable  at  that  time.  An  amount  is  considered  fully  taxable 
if  the  entire  amount  is  included  in  gross  income.  Where  a  nonresident 
alien  individual  or  corporation  is  engaged  to  furnish  the  services  of 
one  of  its  officers  or  employees  in  the  making  of  the  film,  the  amount 
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paid  may  be  counted  toward  the  80-percent  test  if  it  is  fully  taxable 
by  tlie  United  States  and  not  exempt  from  taxation  under  any  provi- 
sion of  law  or  treaty. 

This  limitation  on  the  amount  of  the  loan  is  to  be  determined  by 
taking  into  account  the  domestic  film  maker's  current  plant  and  equip- 
ment, inventory,  the  research  and  development  expenditures  plus  any 
assets  of  this  type  which  will  be  acquired  at  any  time  by  the  film  maker 
with  respect  to  films  commenced  during  the  year  in  which  the  loan  is 
made.  The  portion  of  these  assets  which  are  considered  export- related 
(which  is  the  limit  on  the  amount  of  the  producer's  loan  which  m_ay 
be  made)  is  to  be  determined  by  reference  to  the  export  experience  of 
other  producers  of  similar  films.  It  is  anticipated  that  industry  statis- 
tics will  be  used  for  determining  the  relevant  experience  of  other  pro- 
ducers in  this  regard. 

Related  foreign  export  corporations. — To  take  account  of  the  fact 
that  a  DISC  may  find  it  helpful  or  even  necessary  in  conducting  its 
exporting  business  to  have  certain  types  of  foreign  investments,  the 
Act  provides  that  a  DISC  is  to  be  permitted  to  own  stock  or  securities 
in  three  t3Apes  of  foreign  corporations.  In  other  words,  stock  or  secu- 
rities of  this  type  are  to  be  qualified  export  assets  and  the  dividends  or 
interest  arising  on  the  investment  are  to  be  qualified  export  receipts. 

The  three  types  of  foreign  corporations  in  which  a  DISC  may  own 
stock  or  securities  are — 

(1)  a  foreign  international  sales  corporation  (or  FISC) ,  which 
in  essence  is  a  foreign  selling  arm  of  the  DISC  principally  en- 
gaged in  marketing  export^  property ; 

(2)  a  real  property  holding  company,  which  in  general  is  a 
foreign  company  that  holds  title  to  real  property  used  by  the 
DISC  which  the  DISC  camiot  own  directly  because  of  the  re- 
quirements of  the  applicable  foreign  law ;  and 

(3)  an  associated  foreign  corporation,  which  generally  is  a  for- 
eign customer  of  the  DISC  in  which  it  must  invest  as  a  means 
of  extending  to  the  customer  the  export  credit  which  is  needed  to 
effect  the  export  sale  or  sales. 

For  a  foreign  corporation  to  qualify  as  a  FISC,  more  than  50  per- 
cent of  its  voting  power  must  be  directly  owned  by  the  DISC  and  95 
percent  of  its  gross  receipts  and  assets  must  be  related  to  U.S.  exports. 
For  this  purpose,  the  foreign  corporation's  U.S.  export-related  receipts 
consist  only  of  its  gross  receipts  from  qualified  export  sale,  lease,  or 
rental  transactions  and  related  and  subsidiary  services,  and  receipts 
from  the  sale  of  other  qualified  export  assets.  The  corporation's  export- 
related  assets  consist  only  of  its  inventory  of  export  property,  its  facil- 
ities for  the  sale,  lease,  rental,  assembly,  etc.,  of  export  property,  its 
accounts  receivable  which  arise  by  reason  of  qualified  export  sales, 
leases,  rentals,  or  related  and  subsidiary  services,  and  its  working 
capital  related  to  its  export  business  and  represented  by  money,  bank 
deposits,  and  other  similar  investments. 

A  real  property  holding  company  is  a  foreign  corporation  in  which 
a  DISC  directly  owns  more  than  50  percent  of  the  voting  power  and 
the  exclusive  function  of  which  is  to  hold  real  property  for  the  exclu- 
sive use  of  the  DISC.  The  real  property  may  be  used  by  the  DISC 
under  a  lease  or  other  type  of  arrangement. 
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For  a  foreign  corporation  to  qualify  as  an  associated  foreign  cor- 
poration, tlie  DISC'S  ownership  of  stock  or  securities  in  the  foreign 
corporation  must  be  reasonably  in  furtherance  of  transactions  which 
produce  qualified  export  receipts  for  the  DISC  (as  determined  under 
regulations  prescribed  by  the  Secretary  of  the  Treasury)  .*  In  addition, 
for  a  foreign  corporation  to  qualify  as  an  associated  foreign  corpora- 
tion, the  portion  of  its  voting  power  which  is  owned  either  by  the 
DISC  or  by  a  controlled  group  of  corporations  which  includes  the 
DISC  must  be  less  than  10  percent.  In  determining  the  amount  of 
voting  power  in  the  foreign  corporation  which  is  owned  by  the  DISC 
or  controlled  group  for  this  purpose,  the  attribution  rules  of  section 
1563  (d)  and  (e)  are  to  apply. 

Gross  receipts, — The  Act  provides  that  the  term  gross  receipts  means 
in  the  case  of  sales,  leases  or  rentals  of  inventory,  the  total  receipts 
arising  on  the  sale,  lease  or  rental.  In  the  case  of  other  types  of  trans- 
actions, gross  receipts  is  to  include  only  the  gross  income  arising  on 
the  transaction.  For  example,  in  the  case  of  a  sale  by  a  DISC  of  an 
export-related  asset  (other  than  inventory)  the  gross  receipts  arising 
on  the  sale  would  be  the  gain  realized. 

To  make  the  treatment  of  sales  (leases  or  rentals)  which  the  DISC 
makes  on  a  commission  basis  comparable  to  the  treatment  of  sales 
(leases  or  rentals)  by  the  DISC  of  property  which  it  has  purchased, 
it  is  provided  that  in  the  case  of  a  commission  sale,  the  DISC'S  gross 
receipts  are  to  be  the  gross  receipts  on  the  sale  (lease  or  rental)  of  the 
property  to  which  the  commission  relates,  rather  than  just  the  amomit 
of  the  commission.  The  time  when  the  receipts  on  a  commission  sale 
(lease  or  rental)  arise  is  to  be  determined  under  the  commission  ar- 
rangement and  the  accounting  method  otherwise  employed  hy  the 
DISC.  For  example,  in  the  case  of  a  deferred  payment  sale,  if  under 
the  disc's  accounting  method  it  would  be  considered  as  having  re- 
ceived the  entire  commission  in  the  year  of  sale,  then  the  entire  amount 
of  gross  receipts  to  which  the  commission  relates  is  to  be  considered  as 
received  in  that  year,  even  though  actual  payment  is  not  made  until 
subsequent  years.  On  the  other  hand,  if  under  the  DISC's  method  of 
accounting,  it  would  be  considered  as  having  received  the  commission 
only  as  the  payments  for  the  property  sold  were  received  in  future 
years,  then  the  gross  receipts  on  the  sale  are  to  be  considered  as  re- 
ceived in  each  subsequent  year  to  the  extent  they  relate  to  the  commis- 
sion which  the  DISC  is  considered  as  receiving  in  that  year. 

United  States  defined. — The  Act  provides  that  for  purposes  of  the 
new  DISC  provisions,  the  term  United  States  is  to  include  possessions 
of  the  United  States.  In  other  words,  for  this  purpose,  tlie  United 
States  includes  Puerto  Rico,  America  Samoa.  Guam,  and  the  Virgin 
Islands.  As  a  result,  property  "exported"  to  U.S.  possessions  is  not  to 
he  considered  as  export  property  and  a  related  foreign  export  corpora- 
tion may  not  be  organized  in  a  possession.  On  the  other  hand,  property 
imported  into  the  United  States  from  a  U.S.  possession,  which  is  sub- 
sequently incorporated  in  property  to  be  exported,  is  not  to  be  con- 
sidered a  foreign  item  iji  determining  the  foreign  content  of  the  prop- 
erty exported.^ 

♦Generally,  this  ownerphip  will  be  considered  as  being  in  furtherance  of  transactions 
giving  rise  to  a  qualified  export  receipt  if  the  ownership  is  necessary  to  maintain  nr  obtain 
a  customer  or  is  to  aid  the  sales  distribution  system  of  the  domestc  corporation.  However, 
the  investment  in  the  foreign  corporation  must  be  reasonable  in  amount  as  cnmpared  to  the 
value  of  the  business  which  can  be  expected  to  be  derived  due  to  such  ownership. 

^  Since  a  DISC  must  be  organized  under  the  laws  of  a  State,  a  corporation  is  not  a  DISC 
for  purposes  of  U.S.  taxes  if  it  is  organized  under  the  laws  of  a  possession. 
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5.  Intercom'pany  pricing  rules  {sec.  501  of  the  Act  and  sec.  991^  of 
the  code) 
Under  the  intercompany  pricing  rules  of  present  law,  a  sale  to  a 
xelated  person  generally  must  be  made  on  an  arm's  length  basis  (i.e., 
the  price  charged  the  related  person  must  be  essentially  the  same  as 
that  which  would  be  charged  an  unrelated  third  person).  The  Con- 
gress believes  it  is  desirable  to  avoid  the  complexities  of  the  present 
pricing  rules  in  the  case  of  sales  by  a  domestic  parent  corporation  (or 
other  entity  considered  related  under  section  482)  to^a  DISC  and  also 
to  provide  encouragement  for  the  operation  of  DISC's.  In  view  of  this, 
the  Congress  has  provided  two  pricing  rules  which  may  be  used  m 
determining  the  permissible  profits — although  in  excess  of  profit  under 
arm's  length  rules  and  regardless  of  the  sales  price  actually  charged— 
which  a  DISC  may  earn  on  products  which  it  purchases  from  a  related 
company  and  then  resells  for  export.  Of  course,  in  any  case  where  the 
arm's  length  pricing  rule  would  allow  a  greater  allocation  of  profit  to 
the  DISC  than  would  the  new  rules,  that  rule  will  continue  to  be 
applicable. 

Under  the  first  of  the  two  new  rules,  a  DISC  may  earn  that  portion 
of  the  combined  taxable  income  arising  on  the  sale  by  a  DISC  of  ex- 
port property  purchased  from  a  related  person  which  does  not  exceed 
4  percent  of  the  qualified  export  receipts  from  the  sale,  plus  10  percent 
of  the  DISC'S  export  promotion  expenses  attributable  to  the  sale. 
Income  m.ay  not,  however,  be  allocated  to  the  DISC  under  this  (or 
the  second)  rule  to  the  extent  it  would  result  in  the  related  person 
who  sold  the  products  to  the  DISC  incurring  a  loss  on  the  sale.^ 

Under  the  second  pricing  rule  provided  by  the  Act,  a  DISC  may 
earn  up  to  50  percent  of  the  combined  taxable  income  of  the  DISC 
and  the  related  person  arising  from  the  sale  of  the  property  plus  an 
additional  amount  equal  to  10  percent  of  the  DISC'S  export  promo- 
tion expenses  attributable  to  the  sale.  For  this  rule,  the  combined 
taxable  income  from  the  sale  of  the  export  property  is  to  be  determined 
generally  in  accordance  with  the  principles  applicable  under  section 
861  for  determining  the  source  (within  or  without  the  United  States) 
of  the  income  of  a  single  entity  with  operations  in  more  than  one 
country.  These  rules  generally  allocate  to  each  item  of  gross  income 
all  expenses  directly  related  thereto,  and  then  apportion  other  ex- 
penses among  all  items  of  gross  income  on  a  ratable  basis.  Thus,  the 
combined  taxable  income  of  a  DISC  and  a  related  person  with  re- 
spect to  the  sale  by  the  DISC  of  export  property  would  be  determined 
by  deducting  from  the  DISC'S  gross  receipts  the  related  person's  cost 
of  goods  sold  with  respect  to  the  property,  the  selling,  overhead  and 
administrative  expenses  of  both  the  DISC  and  the  related  person 
which  are  directly  related  to  the  production  or  sale  of  the  export 
property  and  a  portion  of  the  related  person's  and  the  DISC's  ex- 
penses not  allocable  to  any  specific  item  of  income,  such  portion  to 

8  The  p-icinff  rule  described  above  can  be  illustrated  by  a  DISC  which  sold  export  property 
it  purchased  from  a  related  person  for  $100.  and  incnrred  export  promotion  expenses  attrib- 
utable to  that  sale  of  $10.  In  this  case,  there  conld  be  allocated  to  the  DISC  that  part  of 
the  combined  taxable  income  arising  with  respect  to  the  export  property  which  did  not 
exceed  $5  (4  percent  of  ."RIOO  pins  10  percent  of  $10).  This  profit  element  of  $5  pins  the 
promotion  expenses  of  $10  indicntes  that  the  transfer  price  of  the  related  Person  to  the 
DISC  in  this  case  conld  be  $85  ($100  less  the  $10  of  promotion  expenses  and  the  $5  of  DISC 
profit)  If  the  combined  taxable  income  arisinc;  on  the  sale  (i.e.,  the  receipts  of  the  DISC  on 
the  s.nfe  less  the  parent's  cost  of  goods  sold  for  the  property  and  the  applicable  other 
expenses  of  the  parent  company  and  the  DISC)  were  only  $4,  then  the  amount  of  profit 
allocated  to  the  DISC  on  the  sale  may  not  exceed  $4. 
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be  determined  on  the  basis  of  the  ratio  of  the  combined  gross  income 
from  the  export  property  to  the  total  gross  income  of  the  related 
person  and  the  DISC^ 

Although  both  of  the  pricing  rules  provided  by  the  Act  generally 
are  to  be  applied  on  a  product-by-product  basis,  the  rules  may  be 
applied  on  the  basis  of  product  lines. 

Where  a  DISC  is  attempting  to  establish  a  market  abroad,  or 
seeking  to  maintain  a  market  abroad,  for  exports,  the  Secretary  of  the 
Treasury  may  prescribe  by  regulations  special  rules  governing  the 
allocation  of  expenses  incurred  on  the  sale  of  the  export  property  for 
purposes  of  determining  the  combined  taxable  income  of  the  related 
person  and  the  DISC.  It  is  expected  that  in  the  appropriate  cases 
the  regulations  will  allow,  for  purposes  of  applying  the  second  pricing 
rule,  the  combined  taxable  income  on  the  sale  of  export  property  to 
reflect  a  profit  equal  to  that  which  the  DISC  and  a  related  party  would 
earn  if  they  took  into  account  only  the  marginal  costs  of  producing 
the  property.  The  production  expenses  not  considered  marginal  costs 
in  this  case  would,  of  course,  be  allocable  to  the  production  of  the 
related  party  which  is  not  sold  to  the  DISC. 

These  rules  do  not  apply  to  sales  to  a  DISC  by  a  person  who  is 
not  a  related  person  (within  the  meaning  of  sec.  482),  nor  do  they 
apply  to  sales  by  a  DISC  to  another  person.  As  a  result,  sales  by  a  DISC 
to  a  foreigTi  person  will  be  subject  to  the  regular  pricing  rules  (sec. 
482).  This  will  insure  that  income  is  not  diverted  to  foreign  sub- 
sidiaries hj  underpricing  on  sales  by  a  DISC  to  foreign  affiliates. 

The  Act  also  provides  that  the  Secretary  of  the  Treasury  may  pre- 
scribe by  regulations  intercompany  pricing  rules,  consistent  with 
those  provided  by  the  Act,  in  the  case  of  export  transactions  where 
the  DISC  does  not  take  title  to  the  property,  but  instead,  acts  as  com- 
mission agent  for  the 'sale,  or  is  a  lessee  of  the  property  which  it  then 
subleases  to  its  customers. 

In  the  situation  where  minerals  of  a  taxpayer  are  sold  by  a  related 
DISC  on  a  commission  basis,  it  is  believed  that  to  effectuate  the  pur- 
pose of  the  DISC  provisions  of  the  Act,  the  taxpayer  should  not  be 
placed  in  any  different  position  than  if  it  had  directly  made  the  sale 
for  purposes  of  determining  its  "taxable  income  from  the  property" 
for  percentage  depletion  purposes.  In  other  words  it  is  intended  that 
in  this  case  the  Treasury  Department  under  its  broad  regulatory  au- 
thority in  this  area  will  provide  that  the  taxpayer  is  not  required  to  de- 
duct the  amount  of  the  commissions  paid  to  the  DISC  to  the  extent 
they  exceed  the  selling  expenses  of  the  DISC.  Actual  or  deemed  dis- 
tributions from  a  DISC,  however,  are  not  to  be  considered  "taxable  in- 
come from  the  property." 

■^For  example,  assume  the  DISC'S  selling  price  was  $1,000,  the  cost  of  goods  sold  of  the 
related  person  $650.  the  directly  related  selling  and  administrative  expenses  $150,  includ- 
ing $90  of  export  promotion  expenses  incurred  by  the  DISC,  and  indirect  expenses  prorated 
to  the  export  income  of  $30  (assuming  total  unallocable  expenses  of  $300,  $3,500  total 
gross  income  of  the  related  person  and  the  DISC  (excluding  the  transfer  price  paid  by  the 
DISC)  and  $350  of  combined  gross  income  from  the  export  property  ($1,000  gross  receipts 
less  $650  cost  of  goods  sold),  so  that  $300x$350/$3,500  =  $30).  This  indicates  a  combined 
taxable  income  of  $170  ($1,000  less  $650  and  $180).  In  this  case,  the  DISC  would  be 
allowed  a  taxable  income  of  $94  (50  percent  of  the  combined  taxable  income  of  $170  or  $85 
pins  $9,  representing  10  percent  of  the  export  promotion  expenses  it  incurred).  Accordingly, 
the  related  person  would  be  allowed  a  taxable  income  of  $76.  This  represents  one-half  of 
the  profit  of  $170  less  the  $9  allocated  to  the  DISC  because  of  its  export  promotion  expenses. 
This  indicates  that  the  related  person  could  charge  a  transfer  price  to  the  DISC  of  $Slft 
($650,  cost  of  goods  sold  ;  $60.  selling  and  administrative  expenses  ;  $.30,  indirect  expenses  ; 
and  $76.  taxable  income).  The  DISC  would  realize  a  gross  profit  of  $184  and  after  deduction 
of  the  $90  export  promotion  expenses,  a  taxable  income  of  $94. 
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As  indicated  above,  a  DISC  under  either  of  the  pricing  rules  may 
earn  additional  profit  on  the  sale  of  export  property  purchased  from 
a  related  person  equal  to  10  percent  of  the  DISC  export  promotion 
expenses  attributable  to  the  sale.  This  rule  is  designed  to  encourage 
the  transfer  of  a  greater  amount  of  selling  functions  and  activities  to 
disc's.  For  purposes  of  this  rule,  export  promotion  expenses  include 
50  percent  of  the  freight  expenses  (not  including  insurance)  for 
shipping  export  property  aboard  airplanes  owned  and  operated  by  U.S. 
persons  or  U.S.-flag  vessels  except  that  these  expenses  may  not  include 
any  incurred  where  law  or  regulation  require  that  the  export  property 
be  shipped  aboard  such  airplanes  or  vessels.  Export  promotion  ex- 
penses also  include  a  DISC'S  ordinary  and  necessary  expenses  paid  or 
incurred  to  obtain  the  qualified  export  receipts.  These  expenses  include 
advertising,  salaries,  rentals,  sales  commissions,  warehousing  and 
other  selling  expenses.  They  do  not,  however,  include  income  taxes  or 
any  expenses  which  do  not  further  the  distribution  or  sale  of  export 
property  for  use  or  consumption  abroad. 

6.  Taxation  of  DISC  income  to  shareholders  {sec.  501  of  the  Act  and 
sec.  995  of  the  code) 

This  provision  deals  with  the  basic  rules  for  taxing  the  shareholders 
of  a  DISC.  In  general,  it  provides  that  shareholders  are  to  be  taxed 
on  the  income  of  the  DISC  when  it  is  actually  distributed.  There  are 
also  three  situations  in  which  a  DISC  shareholder  will  be  taxed  on 
DISC  income  even  though  the  income  is  not  actually  distributed. 

The  first  situation  in  which  a  DISC  shareholder  will  be  treated  as 
having  DISC  income  occurs  when  certain  amounts  are  deemed  dis- 
tributed in  qualified  years.  There  are  five  categories  of  income  which 
are  deemed  to  be  distributed  even  though  a  valid  DISC  election  is  in 
effect.  Three  of  these  categories  involve  situati\)ns  in  which  a  DISC 
receives  income  which  does  not  arise  from  export  activities.  These 
are  interest  derived  from  producer's  loans,  gain  recognized  by  a  DISC 
on  property  (which  is  not  a  qualified  export  asset)  transferred  to  it 
in  a  transaction  in  which  gain  was  not  recognized,  and  gain  recog- 
nized by  a  DISC  on  depreciable  property  (whether  or  not  it  is  a 
qualified  export  asset)  transferred  to  it  in  a  transaction  in  which  gain 
was  not  recognized.  The  fourth  type  of  deemed  distribution  during 
a  qualified  year  relates  to  that  portion  of  the  DISC's  taxable  income 
which,  pursuant  to  the  Congress'  decision  to  allow  deferral  on  only 
one-half  of  the  DISC's  earnings,  is  deemed  distributed  to  shareholders. 
The  shareholders  of  a  DISC  are,  generally  speaking,  deemed  to  have 
received  one-half  of  the  excess  of  a  DISC's  taxable  income  over  the 
amounts  which  are  deemed  distributed  pursuant  to  the  other  deemed 
distribution  rules.  The  fifth  type  of  deemed  distribution  during  a  quali- 
fied year  is  the  amount  of  foreign  investment  attributable  to  pro- 
ducer's loans  of  a  DISC.  This  category  was  added  because  of  the 
possibility  that  amounts  loaned  to  a  U.S.  parent  (or  affiliate)  by  a 
DISC,  as  a  producer's  loan,  would  be  used  for  foreign  investment.  The 
amount  of  foreign  investment  which  is,  under  the  Act,  attributable  to 
producer's  loans,  is  to  reduce  the  amount  of  DISC  profits  eligible  for 
deferral. 

Treating  these  types  of  income  as  deemed  distributions  has  the 
effect  of  denying  them  tax  deferral  treatment.  This_  is  appropriate 
since  the  income  either  is  not  export  related  or  is  attributable  to  that 
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portion  of  a  DISC's  earnings  with  respect  to  which  it  is  not  appro- 
priate to  allow  deferral. 

The  second  situation  in  which  a  deemed  distribution  arises  is  where 
a  corporation  no  longer  qualifies  as  a  DISC — because  the  corporation 
terminates  its  election  or  fails  to  meet  the  qualification  requirements 
with  respect  to  any  year.  In  these  cases,  the  DISC  income  on  which 
tax  has  previously  been  deferred  is  deemed  distributed,  generally  in 
equal  installments  over  10  years  (or  such  shorter  period  of  time  as  the 
corporation  was  a  DISC) .  The  intent  of  this  is  to  terminate  tax  deferral 
when  a  corporation  no  longer  qualifies  as  a  DISC. 

There  is  a  third  situation  in  which  income  is  taxed  to  the  sharehold- 
ers of  a  DISC.  This  occurs  when  a  shareholder  disposes  of  stock  in  a 
corporation  with  tax  deferred  DISC  income.  Under  usual  rules  he 
vrould  be  treated  as  having  a  capital  gain  in  such  a  case  to  the  extent 
the  amount  he  receives  exceeds  his  cost  or  othei'  basis  in  the  stock.  How- 
ever, in  this  case,  since  the  tax  on  the  DISC  income  has  been  deferred, 
the  value  of  the  stock  at  the  time  of  sale  reflects  this  tax  deferred  in- 
come. To  prevent  this  tax  deferred  income  from  being  converted  into 
capital  gain  in  these  cases,  the  Act  provides  that  this  gain  is  to  be 
classified  as  ordinary  income  to  the  extent  of  the  tax  deferred  DISC  in- 
come attributable  to  the  stock.  Similarly,  where  stock  in  a  corporation 
which  is,  or  was,  a  DISC  is  disposed  of  in  a  transaction  in  which  the 
existence  of  the  corporation  is  terminated,  gain  is  to  be  recognized 
(even  though  it  would  otherwise  be  tax  free)  and  the  gain  is  to  be 
ordinary  income  to  the  extent  of  the  tax  deferred  DISC  income  at- 
tributable to  the  stock. 

General  rule. — The  income  of  a  DISC  is  to  be  taxed  to  its  share- 
holders when  it  is  actually  distributed,  deemed  distributed,  or  in  effect 
realized  by  a  shareholder  through  a  transaction  such  as  a  sale  of  his 
stock  at  a  gain  which  reflects  the  accumulated  income. 

Deemed  distributions  in  qualipzd  years, — Although  the  Act  generally 
provides  for  the  deferral  of  tax  on  the  profits  of  a  DISC  until  an  actual 
distribution  is  made,  in  the  case  of  five  categories  of  income  received  by 
a  DISC,  tax  is  imposed  currently.  The  current  taxation  is  accom- 
plished, however,  not  by  taxing  the  income  to  the  DISC  but  rather  by 
taxing  it  to  the  shareholders  of  the  DISC  as  if  the  income  had  been 
distributed  to  them.  These  deemed  distributions  for  a  year,  however, 
are  not  to  exceed  the  DISC's  earnings  and  profits  for  the  j^ear  (except 
in  the  case  of  foreign  investment  attributable  to  producer's  loans), 
^"^lien  amounts  which  are  deemed  distributed  to  a  DISC's  shareholders 
are  actually  distributed  to  them,  the  actual  distributions  are  to  be  tax 
free. 

First,  each  shareholder  of  a  DISC  is  deemed  to  receive  an  annual 
distribution  equal  to  his  pro  rata  share  (based  upon  his  ownership  of 
DISC  stock)  of  the  gross  interest  income  received  by  the  DISC  on  its 
producer's  loans. 

Second,  the  shareholders  of  a  DISC  are  deemed  to  have  received  a 
pro  rata  distribution  upon  the  sale  by  the  DISC  of  property  (which  is 
not  a  qualified  export  asset  in  its  hands)  transfered  to  it  in  a  tax-free 
exchange.  The  amount  deemed  distributed  is  not,  however,  to  exceed  the 
transferor's  gain  not  recognized  on  the  previous  transfer  to  the  DISC. 
This  rule  is  designed  to  prevent  the  transfer  of  appreciated  property, 
which  would  not  be  an  export  asset  to  the  DISC  (e.g.,  stock  or  secu- 
rities in  a  corporation  other  than  a  related  foreign  export  corporation) , 
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to  be  followed  by  the  sale  by  the  DISC  of  the  transferred  property. 
Without  a  rule  of  this  type,  the  DISC  would  not  be  taxed  on  the  gain 
arising  from  the  sale,  even  though  it  may  have  been  considered  to  be 
a  nonqualified  export  receipt. 

Third,  a  DISC's  shareholders  are  to  be  deemed  to  have  received  a 
pro  rata  distribution  upon  the  sale  by  the  DISC  of  depreciable  or 
other  property  (other  than  inventory)  which  it  received  in  a  tax- 
free  transaction.  The  distribution  in  this  case  is  equal  to  the  amount 
of  the  gain  realized  by  the  DISC,  but  only  to  the  extent  there  would 
have  been  ordinary  income  if  the  property  had  been  sold  by  the  per- 
son who  transferred  it  to  the  DISC  at  the  time  of  the  transfer.  This 
rule  basically  is  designed  to  prevent  the  transfer  of  depreciable  prop- 
erty to  a  DISC  in  a  transaction  in  which  gain  is  not  recognized  fol- 
lowed by  the  sale  by  the  DISC  of  the  property.  In  the  absence  of  this 
rule,  the  DISC  would  not  be  taxed  on  the  sale  and  the  depreciation 
recapture  effect  (as  provided  for  in  sections  1245  and  1250),  which 
w^ould  give  rise  to  ordinary  income  treatment  if  the  sale  had  been  made 
by  the  transferor,  would  be  avoided. 

These  latter  deemed  distribution  rules  are  to  apply  where  property 
is  contributed  to  a  DISC  as  a  contribution  to  capital  and  also  in  the 
case  of  nonrecognition  exchanges.^  In  addition,  if  a  transferor  recog- 
nizes any  gain  as  the  result  of  the  transfer  of  property  to  a  DISC  (due, 
for  example,  to  the  receipt  of  "boot"  in  a  section  351  exchange) ,  that 
recognized  gain  is  to  be  taken  into  consideration  in  determining  the 
am.ount  of  the  deemed  distribution  resulting  from  the  sale  by  the  DISC 
of  the  transferred  property.^ 

Fourth,  in  accordance  with  the  provision  allowing  deferral  on  only 
one-half  of  a  DISC's  taxable  income,  the  DISC  shareholders  are  to  be 
deemed  to  receive  the  excess  of  one-half  of  the  taxable  income  of  the 
DISC  over  the  amounts  deemed  distributed  to  shareholders  under  the 
other  rules  providing  for  deemed  distributions.  Assume,  for  example, 
that  a  DISC  has  taxable  income  during  the  year  of  $500.  During  this 
same  period  it  also  receives  interest  on  producer's  loans  in  the  amount 
of  $25  and  realizes  a  $25  gain  on  property  transferred  to  it  in  a  non- 
recognition  exchange  which  is  treated  as  a  deemed  distribution.  In 
that  year,  assuming  no  other  facts,  the  DISC  shareholders  would  be 
deemed  to  have  received  a  distribution  equal  to  one-half  of  the  excess 
of  $500  over  the  amounts  ($50)  otherwise  deemed  distributed.  This 
would  result  in  a  deemed  distribution  to  the  DISC's  shareholders  of 
$225  (in  addition  to  the  $50  otherwise  deemed  distributed) .  Thus,  $225 
of  the  DISC'S  income  would  be  eligible  for  deferral. 

8  For  example,  assume  a  U.S.  corporation  acquires  data  processing:  equipment  at  an  orii?- 
Inal  cost  of  $150,000.  Assume  the  corporation  transfers  the  equipment  to  its  wholly 
owned  DISC,  as  a  contribution  to  capital,  when  the  adjusted  basis  of  the  equipment  Is 
$110,000  and  Its  fair  market  value  is  $130,000.  Assume  further  that  the  DISC  is 
er.titled  to  depreciation  deductions  of  $40,000.  At  the  end  of  a  2-year  period,  the  DISC 
sells  the  equipment  for  $120,000  and  as  a  result  realizes  a  gain  of  $50,000  ($120  000 
less  $70,000).  If  the  equipment  had  been  sold  by  the  parent  at  a  time  of  the  transfer, 
instead  of  transferred  to  the  DISC,  it  would  have  realized  $20,000  ordinarv  income 
pursuant  to  the  depreciation  recapture  rules  (sec.  1245).  Accordinglv,  $20,0()0  of  the 
$50,000  srain  realized  by  the  DISC  on  the  sale  of  the  equipment  is  to  be  treated  as  a 
deemed  distribution  to  the  parent. 

"For  example,  if  section  1245  property  (with  respect  to  which  depreciation  in  the 
amount  of  $20  has  been  taken)  with  an  adjusted  basis  to  the  transferor  of  $80  and 
a  fair  markt  value  of  $100  is  transferred  to  a  DISC  in  return  for  stock  and  "boot"  in 
the  amount  of  $10,  the  subsequent  sale  of  the  transferred  property  bv  the  DISC  for  $105 
will  result  in  a  realized  gain  to  the  DISC  of  $15  (assuming  it  took  no  depreciation  deduc- 
tions with  respect  to  the  property)  of  which  $10  will  be  considered  a  deemed  distribution. 


Fifth,  the  DISC  shareholders  are  to  be  deemed  to  receive  the  amount 
of  foreign  investment  attributable  to  producer's  loans.  The  amount, 
of  foreign  investment  attributable  to  producer's  loans  is,  generally, 
the  amount  of  the  net  increase  in  foreign  assets  made  by  members  of 
the  same  controlled  group  as  the  DISC,  but  in  no  event  more  than  the 
lesser  of  the  actual  amount  of  funds  transferred  abroad  by  domestic 
members  of  the  controlled  group,  or  the  outstanding  amount  of  pro- 
ducer's loans. 

Assume,  for  example,  that  during  a  year,  there  was  a  net  increase  in 
foreign  assets  by  members  of  the  same  controlled  group  as  a  DISC, 
in  the  amount  of  $300.  Assume  further  that  the  actual  amount  of 
funds  transferred  abroad  by  the  domestic  members  of  the  group  was 
$125  and  the  outstanding  amount  of  the  producer's  loans  was  $75. 
The  amount  of  foreign  investment  in  this  case  attributable  to  pro- 
ducer's loans  is  limited  to  the  smallest  of  the  $300  net  increase  in  for- 
eign assets,  the  actual  foreign  investment  by  domestic  members  ($125) 
or  the  total  amount  of  producer's  loans  ($75).  Therefore,  the  amount 
of  foreign  investment  attributable  to  producer's  loans  is  $75.  Con- 
sequently, this  additional  amount  would  be  considered  a  deemed  dis- 
tribution to  the  DISC'S  shareholders. 

As  indicated  subsequently,  deemed  distributions  in  qualified  years 
are  not  to  be  eligible  for  the  dividends  received  deduction  since  the 
income  will  not  have  been  taxed  to  the  DISC.  These  deemed  distribu- 
tions to  a  DISC'S  shareholders  are  to  be  treated  as  received  by  the 
shareholders  on  the  last  day  of  the  taxable  year  of  the  DISC  in  which 
the  income  in  question  was  derived  (according  to  the  DISC's  method 
of  accounting) . 

Deemed  distributions  upon  te^vnination  or  disqualification. — The 
deferral  of  tax  on  a  DISC's  income  continues  as  long  as  the  corpora- 
tion is  a  DISC.  However,  when  the  corporation  terminates  its  DISC 
election  or  fails  to  qualify  as  a  DISC,  its  accum_ulated  DISC  income 
(its  earnings  and  profits  accumulated  while  it  was  a  DISC)  is  to  be 
deemed  distributed  pro  rata  to  its  shareholders. 

Following  termination  or  disqualification  each  shareholder  is  deem- 
ed to  receive  a  distribution  equal  to  his  pro  rata  share  of  the  DISC 
income  of  the  corporation  accumulated  during  the  immediately 
preceding  consecutive  years  for  which  the  corporation  was  a  DISC. 

To  avoid  the  taxation  in  one  year  of  income  accumulated  over  a 
period  of  years,  the  Act  provides  that  amounts  deemed  distributed 
to  the  shareholders  of  a  DISC  which  terminates  its  election  or  dis- 
qualifies are  to  be  treated  as  received  in  equal  installments  over  a 
10-year  period  beginning  with  the  year  following  the  year  of  termina- 
tion or  disqualification.  If  the  number  of  consecutive  years  during 
which  the  corporation  qualified  as  a  DISC  immediately  prior  to  the 
termination  or  disqualification  was  less  than  10,  then  the  deemed  dis- 
tributions are  to  be  treated  as  received  over  that  smaller  number  of 
years.  These  deem^ed  distributions  are  considered  received  by  the  share- 
holders on  the  last  day  of  the  corporation's  taxable  year  in  which  they 
are  deemed  made.  For  example,  if  a  corporation  qualifies  as  a  DISC 
for  the  taxable  years  1972  through  1975,  but  disqualifies  in  1976,  its 
shareholders  are  to  treat  their  deemed  distribution  as  received  in 
equal  installments  on  the  last  day  of  the  4  taxable  years  of  the  cor- 
poration beginning  with  the  year  1977. 
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Deemed  distributions  upon  termination  or  disqualification  are  to 
continue  and  are  to  be  included  in  income  by  the  shareholders  even 
though  the  corporation  subsequently  requalifies  as  a  DISC.  For  exam- 
ple, if  the  corporation  in  the  above  illustration  requalifies  as  a  DISC 
for  the  calendar  year  1977,  this  is  not  to  affect  the  deemed  distributions 
occurring  as  a  result  of  the  prior  termination  or  disqualification. 

If  during  the  period  the  DISC  income  is  being  deemed  distributed, 
an  actual  distribution  of  that  DISC  income  is  made,  it  is  to  first  reduce 
the  last  installment  of  the  deemed  distributions,  and  then  the  pre- 
ceding installments  in  reverse  order.^°  If  deemed  distributions  are  being 
received  for  two  or  more  disqualifications,  an  actual  distribution 
affects  the  deemed  distribution  resulting  from  the  earlier  disqualifica- 
tion first. 

Deemed  distributions  resulting  from  disqualifications  or  termina- 
tion are  includible  in  a  shareholder's  income  only  while  he  continues 
to  hold  stock  in  the  corporation.  In  other  words,  if  the  shareholder 
disposes  of  his  stock,  the  distributions  after  th&  disposition  will  be 
deemed  received  by  the  shareholder's  successor  in  interest,  rather  than 
the  selling  shareholder.  As  discussed  subsequently,  the  disposition  itself 
may  result  in  the  taxation  of  the  DISC  income  to  the  shareholder  and 
also  render  future  deemed  distributions  to  his  successor  in  interest 
nontaxable. 

Gain  on  the  disposition  of  DISC  stock. — The  Act  provides  that  when 
stock  in  a  DISC  (or  former  DISC)  is  disposed  of  in  either  of  two 
types  of  transactions,  the  disposing  shareholder  is  to  be  taxed  as  if  he 
received  a  dividend  on  his  share  of  the  accumulated  DISC  income,  gen- 
erally to  the  extent  of  the  gain  realized  on  the  disposition.  The  amount 
attributable  to  the  DISC  income  is  to  be  treated  as  a  dividend. 

The  first  type  of  transaction  covered  by  this  provision  is  one  in 
which  the  shareholder  disposes  of  his  stock  in  a  DISC  (or  former 
DISC)  where  gain  is  recognized.  The  second  type  is  a  nonrecognition 
of  gain  transaction  (such  as  a  parent-subsidiary  liquidation)  in  which 
the  DISC  (or  former  DISC)  ceases  to  exist  as  a  separate  corporate 
entity.  In  these  cases,  the  shareholder  of  the  DISC,  by  realizing  gain 
on  the  disposition  of  his  stock  in  an  amount  which  reflects  the  accumu- 
lated DISC  income  is,  in  effect,  in  much  the  same  position  as  if  he  had 
actually  received  that  income. 

The  first  type  of  transaction — disposition  of  stock  where  gain  is 
recognized — includes,  of  course,  the  sale  of  stock  of  a  DISC  (or  former 
DISC).  In  such  a  case,  the  gain  realized  by  the  seller  is  to  be  treated 
as  a  dividend  to  the  extent  of  the  corporation's  accumulated 
DISC  income  attributable  to  the  stock  sold.  Thus,  if  a  shareholder, 
whose  share  of  the  corporation's  accumulated  DISC  income  is  $30, 
sells  his  DISC  stock,  which  has  a  basis  of  $50,  for  $100,  $30  of  the 
realized  gain  of  $50  is  to  be  treated  as  ordinary  income.  If  the  stock 
had  been  sold  for  $70,  the  entire  realized  gain  of  $20  would  be  treated 

1"  For  example,  assume  that  as  a  result  of  the  disqualification  of  a  DISC  in  1976  after 
four  years  of  qualification,  a  shareholder  is  to  be  deemed  to  receive  $5,000  in  each  of  the 
four  succeeding  taxable  years  (1977,  1978,  1979  and  1980).  If  the  shareholder  receives  a 
$6,000  actual  distribution  during  1977  out  of  DISC  income  accumulated  during  the  con- 
secutive years  immediately  prior  to  the  disqualification,  the  distribution  is  to  be  treated  as 
follows.  First,  it  is  to  eliminate  the  1980  deemed  distribution  and  then  it  Is  to  reduce  the 
1979  deemed  distribution  to  $4,000.  Thus,  in  1977,  the  shareholders  will  include  $11,000  in 
gross  income  (the  $5,000  deemed  distribution  for  1977  and  the  $6,000  actual  distribution). 
In  1978,  the  shareholder  will  be  taxed  on  the  $5,000  deemed  distribution  for  that  year,  and 
in  1979  will  be  taxed  on  the  final  deemed  distribution  of  $4,000. 
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as  ordinary  income.  Only  the  amount  of  DISC  income  wliich  was 
accumulated  during  the  period  or  periods  during  which  the  selling 
shareholder  held  the  DISC  stock  is  to  be  taxed  as  a  dividend  upon 
disposition  of  the  DISC  stock.  Insofar  as  the  year  of  sale  is  concerned, 
it  is  intended  that  the  DISC  income  for  the  year,  although  determined 
at  the  close  of  the  DISC's  taxable  year,  is  to  be  prorated  over  the 
year  and  only  that  portion  attributable  to  the  period  prior  to  the  dis- 
position is  to  be  taken  into  account  in  determining  the  amount  attrib- 
utable to  the  shares  disposed  of. 

Gifts  during  lifetime  of  DISC  stock  or  transfers  by  reason  of  death 
of  DISC  stock  are  not  to  result  in  ordinary  income  treatment  to  the 
transferor  since  there  is  no  gain  realized  on  the  disposition.  On  the 
other  hand,  gain  on  the  redemption  of  a  shareholder's  stock  by  a 
DISC  (e.g.,  one  that  is  in  complete  termination  of  the  shareholder's 
interest  or  one  that  is  substantially  disproportionate)  is  to  be  treated 
as  ordinary  income  (rather  than  capital  gain)  to  the  extent  of  the 
DISC  income  attributable  to  the  shares  redeemed.  Transactions  which 
produce  partial  recognition,  such  as  the  transfer  of  DISC  stock  to  a 
corporation  in  exchange  for  stock  and  "boot,"  also  are  within  this 
category.  In  this  case,  the  gain  recognized  as  a  result  of  the  receipt 
of  "boot"  is  to  be  treated  as  ordinary  income  to  the  extent  of  the 
DISC  income  attributable  to  the  transferred  DISC  stock. 

Among  the  transactions  within  the  second  type  which  fesult  in 
ordinary  income  to  the  shareholders  of  a  DISC  are  "A"  or  "C"  reor- 
ganizations where  the  DISC  ceases  to  exist  as  a  separate  entity. 
For  example,  if  a  corporation  acquires  the  assets  of  a  DISC  in  an 
"A"  or  "C"  reorganization  and  the  shareholders  of  the  DISC  exchange 
their  stock  for  stock  of  the  acquiring  corporation  (with  the  DISC 
ceasing  to  exist  as  a  separate  entity),  the  gain  realized  on  the  trans- 
action by  the  DISC  shareholders  is  to  be  recognized  and  taxed  as 
ordinary  income  (notwithstanding  the  nonrecognition  treatment 
otherwise  accorded  to  these  transactions)  to  the  extent  of  the  accumu- 
lated DISC  income  attributable  to  their  stock.  The  liquidation  of  a 
DISC  subsidiary  is  another  example  of  a  transaction  which  falls 
within  the  second  type  of  transactions  which  results  in  ordinary 
income  treatment.  Thus,  if  a  parent  corporation  liquidates  its  wholly 
owned  DISC  (which  would  normally  be  entitled  to  nonrecognition 
under  section  332),  gain  is  to  be  recognized  and  treated  as  ordinary 
income  to  the  extent  of  the  subsidiary's  accumulated  DISC  income. 

A  "B"  reorganization,  on  the  otlipr  hand,  usually  will  not  be  within 
the  second  category  since  the  DISC  usually  will  remain  in  existence. 
Accordingly,  the  shareholders  of  a  DISC  who  exchange  their  stock  for 
the  stock  of  an  acquiring  corporation  in  a  "B"  reorganization  would 
be  entitled  to  the  generally  applicable  nonrecognition  of  gain  treat- 
ment. The  acquiring  corporation  would  step  into  the  shoes  of  the  pre- 
vious DISC  shareholders  and  the  DISC  (the  acquired  corporation) 
would  maintain  its  status  as  a  DISC. 

There  are  other  types  of  corporate  adjustments  generally  accorded 
nonrecog-nition  treatment  in  which  the  DISC  will  survive  and  thus 
will  not  have  ordinary  income  tax  consequences  for  the  DISC  share- 
holders. For  example,  assume  a  DISC  is  "split-up"  into  two  corporate 
entities,  in  a  manner  which  would  be  treated  as  a  tax-free  reorganiza- 
tion. Since  the  DISC  survives  (although  as  two  separate  DISC's) ,  the 
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shareholders  of  the  DISC  who  exchange  tlieir  stock  for  stock  in  one  of 
the  two  surviving  corporations  (each  of  which  will  qualify  as  a  DISC) 
will  not,  as  a  result  of  the  split-up,  be  treated  as  having  ordinary  in- 
come by  reason  of  the  DISC  rules.  The  accumulated  DISC  income  of 
the  DISC,  and  other  attributes,  will  be  allocated  among  the  surviving 
corporations  in  accordance  with  regulations  promulgated  by  the 
Treasury.  In  addition,  it  is  provided  that  a  mere  change  in  a  DISC'S 
place  of  incorporation  (which  would  constitute  a  tax-free  "F"  reor- 
ganization) is  not  to  be  considered  as  terminating  the  DISC's  exist- 
ence and  thus  is  not  to  have  ordinary  income  tax  consequences  for 
the  Disc's  shareholders.  The  newly  incorporated  DISC  would  step 
into  the  shoes  of  the  DISC  incorporated  in  the  other  jurisdiction. 

The  ordinary  income  treatment  provided  by  the  Act  on  the  dis- 
position of  stock  in  a  DISC  is  intended  to  apply  only  to  the  extent 
that  the  recognized  gain  is  not,  under  another  provision  of  the  code, 
treated  as  a  dividend  or  as  a  gain  from  the  sale  of  an  asset  which  is  not 
a  capital  asset.  For  example,  assume  that  a  shareholder  of  a  DISC 
exchanges  his  stock  in  a  "C"  reorganization  for  stock  of  the  acquiring 
corporation  and  receives  "boot"  which  causes  a  portion  of  the  share- 
holder's gain  to  be  treated  as  a  dividend  (under  the  "boot  dividend" 
rule  of  section  356  (a)  (2) ) .  The  ordinary  incom.e  treatment  is  to  apply 
to  the  shareholder's  gain  on  the  exchange  of  his  stock  onJy  to  the  ex- 
tent the  gain  realized  exceeds  the  amount  treated  as  a  dividend  under 
the  "boot  dividend"  rule. 

Determination  of  foreign  investment  attrihutahle  to  producers 
loans. — As  previously  stated,  the  Act  provides  that  the  amount  of 
foreign  investment  attributable  to  producer's  loans,  in  addition  to 
the  other  specified  amounts,  is  to  be  deemed  distributed  to  a  DISC's 
shareholders  and  thus  currently  subject  to  taxation.  This  has  the  effect 
of  reducing  below  one-half  the  amount  which  will  be  eligible  for  de- 
ferral under  the  Act's  general  provision. 

Three  steps  are  involved  in  determining  the  amount  of  foreign  in- 
vestment attributable  to  producer's  loans.  Under  regulations  pre- 
scribed by  the  Treasury,  the  determinations  required  to  be  made  are 
to  be  cumulative  in  nature  (generally  for  the  period  after  December 
31,  1971)  but  with  proper  adjustments  for  amounts  previously  taken 
into  account.  First,  it  is  necessary  to  compute  the  amount  of  the  net 
increase  in  foreign  assets  which  are  made  by  members  of  the  same 
controlled  group  as  the  DISC  (including  foreign  members).  An  in- 
crease in  foreign  assets  is  the  amount  equal  to  the  amount  incurred 
to  acquire  assets  (located  outside  the  United  States)  described  in  sec- 
tion 1231(b),  which,  generally  speaking,  includes  depreciable  prop- 
erty and  real  property  used  in  a  trade  or  business.  For  this  purpose, 
assets  constituting  qualified  export  assets  in  the  hands  of  a  DISC  (or 
assets  which  would  be  qualified  export  assets  if  held  by  a  DISC)  are 
not  to  be  taken  into  account.  Thus,  for  example,  if  a  capital  contribu- 
tion results  in  the  acquisition  by  a  DISC  of  qualified  export  assets 
which  are  located  outside  the  United  States,  these  assets  are  not  to 
be  considered  in  determining  the  increase  in  foreign  assets.  Under  reg- 
ulations prescribed  by  the  Treasury,  the  acquisition  of  a  majority 
interest  in  the  stock  of  a  foreign  corporation  may  be  considered  the 
acquisition  of  the  business  assets  held  by  the  foreign  corporation. 
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After  the  gross  increase  in  foreign  assets  is  determined,  it  is  neces- 
sary to  I'educe  this  amount  to  a  net  basis  by  subtracting  five  items. 
This  is  because  the  foreign  assets  are,  to  the  extent  of  these  items, 
considered  as  first  acquired  with  funds  from  these  sources.  The  first 
item  is  the  depreciation  with  respect  to  the  foreign  assets  of  the  group. 
The  second  item  is  equity  capital  and  borrowings  raised  abroad.  Thus, 
amounts  derived  by  m.embers  of  the  controlled  group  (including  for- 
eign members)  from  the  sale  of  stock  or  debt  obligations  of  these 
corporations  which  are  acquired  by  non-United  States  persons  (other 
than  mem.bers  of  the  group)  are  also  to  be  taken  into  account  to  de- 
termine the  "net"  increase  in  foreign  investment.  The  third  item  is 
one-half  of  the  earnings  and  profits  derived  by  foreign  members  of 
the  group  and  by  foreign  branches  of  domestic  corporations  which  are 
members  of  the  controlled  group.  The  fourth  item  is  one-half  of  the 
royalties  and  fees  which  are  paid  by  foreign  members  of  the  group 
to  domestic  members  of  the  group.  The  fifth  item  is  the  uncommitted 
transitional  funds  of  the  group.  The  Act  defines  uncommitted  transi- 
tional funds  as  consisting  of  the  sum  of  two  amounts.  The  first  part 
is  the  excess  of  the  amount  of  stock  or  debt  obligations  issued  by 
domestic  members  of  the  group  on  or  after  January  1,  1968,  to  un- 
affiliated foreign  persons  and  outstanding  on  December  31, 1971,  over 
the  net  amount  of  funds  transferred  by  domestic  members  of  the 
group  to  foreign  members  of  the  group  (or  foreign  branches  of  do- 
mestic members)  during  the  period  the  stock  or  debt  was  outstanding. 
This  excess  amount  may  be  taken  into  account,  however,  only  to  the 
extent  the  taxpayer  establishes  that  the  foreign  borrowing  (i.e.  the 
issuance  of  the  stock  or  debt  obligations)  constitutes  a  long-term 
foreign  borrowing  for  purposes  of  the  foreign  direct  investment  pro- 
gram administered  by  the  Office  of  Foreign  Direct  Investment  of  the 
Department  of  Commerce.  It  is  intended  that  a  taxpayer  ordinarily 
should  establish  that  a  foreign  borrowing  constitutes  a  qualified  long- 
term,  foreign  borrowing  for  this  purpose  by  demonstrating  that  appro- 
priate reports  were  filed  with  the  Office  of  Foreign  Direct  Investment 
with  respect  to  the  foreign  borrowing.  The  second  part  of  uncommitted 
transitional  funds  consists  of  the  amount  of  liquid  assets  held  by 
foreign  members  of  the  group  (and  foreign  branches  of  domestic 
members)  on  October  31,  1971,  in  excess  of  the  reasonable  working 
capital  needs  of  such  foreign  members  and  foreign  branches  on  that 
date.  For  this  purpose,  "liquid  assets"  includes  only  money,  bank 
deposits  (other  than  time  deposits)  and  indebtedness  which  when 
acquired  had  a  maturity  of  2  years  or  less.  The  amount  of  increase 
in  foreign  assets  remaining  after  reduction  for  these  five  items  repre- 
sents that  maximum  am.ount  of  foreign  investment  which  may  be 
considered  attributable  to  producer's  loans  and  thus  give  rise  to  a 
deemed  distribution  to  the  shareholders  of  the  DISC. 

The  amount  deemed  distributed  as  a  result  of  foreign  investment 
is,  however,  subject  to  the  further  limitation  that  it  is  not  to  exceed 
the  smaller  of  the  actual  amount  of  fmids  transferred  abroad  by 
domestic  members  of  the  group  or  the  amount  of  the  DISC's  out- 
standing producer's  loans  to  all  members  of  the  group.  The  amount 
of  funds  transferred  abroad  is  the  sum  of  the  contributions  to  capital 
by  domestic  members  of  the  group  to  foreign  members  of  the  group, 
increases  in  branch  assets,  the  outstanding  amount  of  stock  and  debt 
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obligations  (other  than  normal  trade  indebtedness)  of  foreign  mem- 
bers of  the  group  issued  to  domestic  members  of  tlie  group  and  one- 
half  of  the  earnings  of  any  foreign  subsidiaries  in  the  group  and  of 
branches  of  domestic  members  of  the  group. 

However,  since  the  potential  abuse  is  the  use  of  amounts  borrowed 
from  a  DISC  as  a  source  of  foreign  investment,  the  total  amount  of 
outstanding  producer's  loans  is  the  ultimate  consideration  in  determin- 
ing the  amount  of  foreign  investment  attributable  to  producer's  loans. 
Thus,  if  the  total  amount  of  the  outstanding  producer's  loans  (reduced 
to  the  extent  the  loans  were  taken  into  consideration  in  the  past  in 
determining  the  amount  of  foreign  investment  deemed  distributed)  is 
less  than  the  actual  amount  invested  in  foreign  assets,  only  the  amount 
of  the  producer's  loans  will  be  deemed  distributed.  If,  on  the  other 
hand,  the  outstanding  producer's  loans  exceed  the  amount  actually 
invested  abroad  by  domestic  members,  then  only  the  amount  actually 
invested  will  be  deemed  distributed. 

7.  Special  rules  {sec.  601  of  the  Act  and  sec.  996  of  the  code) 

A  DISC  corporation  may  have  three  different  kinds  of  earnings  and 
profits:  the  tax  deferred  income,  called  DISC  incom.e;  income  already 
taxed  to  the  shareholders  because  of  deemed  distributions,  called 
previously  taxed  income;  and,  earnings  and  profits  taxable  to  both  the 
corporation  and  the  shareholders,  called  other  earnings  and  profits, 
which  were  earned  when  the  corporation  was  not  in  a  DISC  status. 
This  section  is  largely  concerned  with  determining  in  the  case  of  any 
particular  distribution  which  of  these  types  of  income  is  to  be  con- 
sidered as  being  distributed  and  how  the  distribution  is  to  be  treated. 

Most  actual  distributions  are  considered  as  made  first  out  of  previ- 
ously taxed  income  (to  the  extent  of  income),  then  out  of  deferred 
DISC  income  (again,  to  the  extent  of  this  income),  and,  finally,  out 
of  other  earnings  and  profits.  Since  the  previously  taxed  income  has 
already  been  taxed  to  the  shareholders  in  deemed  distributions,  it  is 
considered  as  distributed  before  the  tax  deferred  DISC  income.  While 
this  priority  appears  appropriate  in  the  case  of  most  actual  distribu- 
tions, it  does  not  appear  so  in  the  case  of  distributions  made  to  qualify 
for  the  95  percent  gross  receipts  or  asset  tests.  To  permit  these  qualify- 
ing distributions  to  be  made  out  of  previously  taxed  income  would  1)6 
inappropriate,  since  these  are  required  because  the  receipts  or  assets 
involved  ai-e  not  export  related.  These  distributions,  therefore,  are 
first  considered  as  made  out  of  the  deferred  DISC  income  and,  only 
after  other  earnings  and  profits  are  distributed,  as  out  of  pre^^ously 
taxed  income.  Rules  also  are  needed  to  determine  which  of  these  types 
of  earnings  and  profits  are  absorbed  by  losses.  These,  of  course,  may, 
or  may  not,  arise  in  a  year  in  which  a  corporation  is  a  DISC.  When 
thejr  arise  in  a  non-DISC  year,  under  the  regular  rules  they  reduce 
other  earnings  and  profits.  The  Act.  therefore,  provides  that  losses 
are  first  to  reduce  other  earnings  and  profits,  then  DISC  income,  and 
only  finally  income  which  has  previously  been  taxed  to  the  share- 
holders. 

This  section  also  contains  a  number  of  other  rules  necessary  to  the 
taxation  of  distributions  to  shareholders. 

It  provides,  for  example,  for  the  order  in  which  distributions  are  to 
be  considered  as  made  during  the  year.  The  first  distributions  made  are 
deemed  distributions.  Next  in  order  of  priority  are  those  made  to 
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provide  qualification  for  the  gross  receipts  and  assets  tests.  Tiiis  maxi- 
mizes the  likelihood  of  these  being-  taxed  to  the  shareholder.  Last  in 
order  of  priority  are  other  actual  distributions. 

A  second  rule  is  necessary  where  ordinary  income  is  taxed  to  a  share- 
holder because  of  the  sale  of  stock  (or  in  the  case  of  a  taxable  redemp- 
tion of  stock).  As  previously  indicated,  an  ordinary  income  tax  is 
imposed  on  the  shareholder  in  such  a  case  commensurate  with  the  por- 
tion of  his  gain  representing  deferred  DISC  income  at  the  corporate 
level.  A  rule  is  provided  which,  on  an  individual  basis,  in  effect,  to  the 
extent  of  the  ordinary  income  taxed  to  the  shareholder,  shifts  DISC 
income  to  previously  taxed  income  so  the  successor  in  interest  of  this 
stock  will  not  be  taxed  on  this  income  again  when  it  is  actually  dis- 
tributed by  the  corporation.  In  the  case  of  the  redemption  of  stock, 
essentially  the  same  rule  applies,  except  that  because  the  payments  are 
made  by  the  corporation  there  is  no  need  to  transfer  an  amount  to 
previously  taxed  income. 

A  third  rule  provides  for  the  necessary  change  in  basis  for  stock 
when  a  shareholder  is  taxed  on  a  distribution  which  he  does  not  receive 
and,  subsequently,  when  he  receives  a  distribution  on  which  he  is  not 
taxed.  In  the  first  case,  the  basis  for  his  stock  goes  up,  since  this  is  the 
equivalent  of  receiving  the  income  and  contributing  it  back  to  the 
corporation.  In  the  second  case,  the  basis  of  his  stock  goes  down,  since 
this  is  the  equivalent  of  "a  return  of  capital"  from  the  corporation 
which  is  not  taxed  to  the  shareholder. 

A  fourth  rule  spells  out  the  fact  that  earnings  and  profits  consist  of 
three  divisions :  DISC  income ;  previously  taxed  income,  which,  as  its 
name  implies,  represents  the  deemed  distributions  already  taxed  to  the 
shareholder:  and,  then,  other  earnings  and  profits  which  arise  in  a 
year  in  which  the  corporation  was  treated  as  an  ordinary  corporation 
rather  than  a  DISC. 

Finally,  a  rule  provides  that  where  a  nonresident  alien  or  foreign 
corporation,  estate  or  trust  receives  a  distribution  out  of  deferred 
DISC  income  from  a  DISC  or  has  gain  taxed  as  ordinary  income  on 
the  sale  of  stock,  it  is  to  be  taxed  in  the  same  manner  as  if  the  indi- 
vidual were  a  resident  or  domestic  corporation — otherwise,  the  de- 
ferred income  in  such  cases  might  escape  tax  entirely.  This  is  accom- 
plished by  designating  this  income  as  "effectively  connected"  to  the 
conduct  of  a  trade  or  business  within  the  United  States. 

Treatmevt  of  actual,  distrihution. — The  Act  provides  that  actual  dis- 
tributions by  a  DISC  (or  former  DISC)  to  shareholders  out  of  earn- 
in<rs  and  Drofits  are  to  be  considered  as  made,  to  the  extent  thereof, 
first  out  of  previously  taxed  income,  then  out  of  accumulated  DISC  in- 
come and  finally  out  of  other  earnings  and  profits  of  the  corporation. 

The  type  of  actual  distribution  referred  to  here  does  not  include  a 
distribution  made  in  order  to  qualify  as  a  DISC  (sec.  992(c)  ).'^^ 

Accordino-ly,  to  the  extent  a  DISC  (or  former  DISC)  has  previ- 
ouslv  tpxed  incom.e  as  a  result  of  deemed  distributions  being  taxed  to 
shareholders,  actual  distribution  are  first  considered  as  bein.g;  made 
from  this  source  (and,  as  subseauently  indicated,  to  that  extent  are 
to  be  preluded  from  the  shareholder's  gross  income  ^^  and  are  to  re- 

11  Ao(-i7n1  riiptrlbntiops  for  this  pnrpope  also  do  not  inclucle  distributions  to  which  section 
gOFiCfl  nnnllos  fe.ff..  a  distribution  in  rpdpmption  of  stock). 

1^  Hnwfvpr.  to  the  extent  the  prevlniisly  taxed  income  Tvoiild  reduce  the  shareholder's 
basis  below  zero,  capital  gain  Is  recognized. 


114 


a 


duce  tlie  basis  of  his  DISC  stock) .  Of  course,  amounts  distributed  out 
of  previously  taxed  income  reduce  the  amount  of  previously  taxed  in- 
come of  the  corporation. 

To  the  extent  a  distribution  to  a  DISC's  (or  former  DISC's)  share- 
holders exceeds  the  previously  taxed  income,  the  distribution  is  to  be 
treated  as  out  of  the  accumulated  DISC  income  (and  as  subsequently 
discussed,  is  not  eligible  for  the  dividends  received  deduction,  but  is 
generally  treated  as  foreign  source  income) . 

The  priority  rules  provided  by  the  Act  assure  that,  in  the  case  of 
actual  distributions,  shareholders  of  a  DISC  (or  former  DISC)  will 
be  able  to  receive  from  the  DISC  amounts  attributable  to  the  deemed 
distributions,  on  which  they  previously  have  been  taxed,  prior  to  re- 
ceiving taxable  distributions.  On  the  other  hand,  the  rules  insure  that 
the  shareholders  must  pay  a  tax  on  the  DISC's  tax-deferred  income 
before  they  may  receive  dividends  from  the  other  earnings  and  profits 
of  a  corporation  which  are  eligible  for  the  dividends  received 
deduction. 

Distrlhutions  to  Tneet  qualificaMon  reguiremsnts. — As  previously 
indicated,  a  corporation  seeking  to  qualify  as  a  DISC  which  has  an 
excess  amount  of  nonqualified  gross  receipts  or  nonqualified  assets,  is 
nevertheless  permitted  to  qualify  as  a  DISC  if  it  makes  a  distribution 
of  the  nonqualified  amounts.  Since  these  distributions  are  viewed  as 
consisting  of  nonqualified  receipts  or  assets,  it  is  thought  they  should 
be  cun^ently  subject  to  taxation.  As  a  result,  it  is  necessary  to  provide 
a  different  priority  rule  for  this  type  of  distribution  than  that  which 
applies  in  the  case  of  other  types  of  actual  distributions  to  a  DISC's 
shareholders. 

To  insure  that  these  distributions  are  currently  subject  to  taxation, 
they  are  treated  as  made,  first  out  of  accumulated  DISC  income,  then 
out  of  other  earnings  and  profits,  and  finally  out  of  previously  taxed 
income,  to  th^  extent  of  each  of  these  amounts. 

Treatment  of  losses. — The  Act  provides  that  if  a  DISC  (or  former 
DISC)  incurs  a  deficit  in  earnings  and  profits,  the  deficit  is  to  be 
charged  first  to  the  DISC's  other  earnings  and  profits,  then  to  its 
accumulated  DISC  income,  and  finally  to  its  previously  taxed  income, 
to  the  extent  of  each  of  these  types  of  earnings.  Since  the  DISC's 
other  earnings  and  profits  have  already  borne  tax  at  the  corporate 
level,  the  deficit  is  charged  against  those  earnings  and  profits  before 
it  reduces  the  accumulated  DISC  income  which  has  not  yet  been  subject 
to  tax.^^ 

Because  it  is  desired  that  each  period  of  qualifi.cation  as  a  DISC  be 
treated  separately,  and  that  the  deemed  distribution  resulting  from 
a  disqualification  or  termination  not  be  diminished  by  a  deficit  in 
earnings  and  profits  occurring  subsequent  to  the  period  of  previous 


13  For  example,  assume  a  corporation,  which  elected  to  be  taxed  as  a  DISC  beginning  In 
1976.  has  the  following  earnings  record  : 

1975 — S50  of  earnings  and  profits  (prior  to  becoming  a  DISC) 
1976— $10  of  DISC  income 

S8  of  previously  taxed  income 
1977 — SIO  of  DISC  income 

$8  of  previously  taxed  Income 
1978— $10  of  DISC  income 

$8  previously  taxed  income 
In  1979,  asume  that  the  DISC  incurs  a  deficit  In  earnings  and  profits  of  $70.  This  deficit  is 
charged  first  against  other  earnings  and  profits  (exhausting  that  account)  and  next  against 
DISC  income.  Thus  the  DISC,  as  nf  the  beginning  of  1980,  would  have  DISC  Income  of  $10 
and  previously  taxed  income  of  $24. 
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qualification,  the  Act  provides  that  a  deficit  occurring  subsequent  to  a 
period  of  qualification  is  not  to  be  applied  against  the  DISC  income 
which  it  has  been  determined  is  to  be  deemed  distributed  to  the  share- 
holders as  a  result  of  a  revocation  of  election  or  other  termination.^* 

Treatment  of  deemed  distributions, — Any  deemed  distribution  to 
shareholders  of  a  DISC  (or  former  DISC)  is  to  be  included  in  the 
shareholders'  gross  income  as  a  dividend  and  increase  the  corporation's 
previously  taxed  income.  The  treatment  applies  to  deemed  distribu- 
tions during  qualified  years  as  well  as  deemed  distributions  occurring 
upon  the  tennination  or  disqualification  of  a  DISC. 

The  amount  of  a  deemed  distribution  made  to  a  DISC'S  share- 
holders, if  it  is  a  deem^ed  distribution  upon  disqualification  or  termi- 
nation, also  reduces  accumulated  DISC  income.  However,  there  is  no 
similar  reduction  in  accumulated  DISC  income  for  amounts  which  are 
deemed  distributions  during  qualified  years  since  these  were  taxed 
currently  and  not  initially  included  in  accumulated  DISC  income. 

For  example,  assume  an  existing  corporation  (with  earnings  and 
profits  of  $200)  becomes  a  DISC  effective  for  the  year  1975.  Assume 
in  that  year,  and  the  two  following  years,  the  corporation  has  DISC 
income  (as  of  the  end  of  the  year)  and  deemed  distributions  as 
follows : 


1975 

1975 

1977 

DISC  income... 

$50 
10 

$70 
15 

$80 

Deemed  distributions  (resulting  in  previously  taxed  income) 

20 

Assume  further  that  during  1977  the  DISC  makes  a  cash  distribution 
to  its  shareholders  in  the  amount  of  $280.  (As  discussed  below,  the 
Act  provides  that  deemed  distributions  are  considered  to  have  been 
made  prior  to  any  actual  distributions  during  the  year.)  Thus,  for  the 
year  1977,  the  shareholders  will  be  deemed  to  have  received  a  distribu- 
tion of  $20,  which  will  be  taxable  as  a  dividend.  Accordingly,  as  of  the 
end  of  1977,  before  taking  the  actual  distribution  into  account,  the 
DISC  has  previously  taxed  income  of  $45  resulting  from  the  dis- 
tributions deemed  made  by  the  corporation  during  the  years  in  which 
it  was  a  DISC.  Since  the  actual  distribution  of  $280  made  during  1977 
is  considered  to  have  been  made  first  from  previously  taxed  income, 
the  shareholders  will  be  entitled  to  exclude  $45  of  the  distribution 
from  income.  The  remaining  portion  of  the  distribution  ($235)  is  con- 
sidered to  consist  of  $200  of  DISC  income,  and  finally  of  $35  of  other 
earnings  and  profits. 

Priority  of  distributions. — The  Act  provides  that  deemed  distribu- 
tions are  considered  to  have  been  made  prior  to  actual  distributions 
m.ade  during  the  same  taxable  year.  Insofar  as  actual  distributions 
are  concerned,  distributions  to  qualify  the  corporation  as  a  DISC  are 

"  For  example,  If  a  corporation  became  disqualified  as  a  DISC  for  1979,  at  which  time  It 
hart  SoO  of  aeci'mulated  DISC  income  accumulated  over  the  prior  3  years,  the  shareholders 
would  bf  deemed  to  have  received  distributions  equal  to  their  pro  rata  share  of  the  accumu- 
late<;l  DISC  Income  ratably  over  the  following  3'  years,  or  a  total  deemed  distribution  of 
$10  per  year.  If  the  corporation  incurred  a  deficit  in  earnings  and  profits  for  1979,  the 
deficit  would  not  affect  the  status  of  the  three-$10  deemed  distributions  resultinjr  from 
the  disqiTalification.  Instead,  the  deficit  would  be  charged  first  to  other  earnings  and 
profits  of  the  corporation,  if  any,  and  then  to  the  previously  taxed  income.  Any  amount 
of  the  deficit  then  remaining  would  be  available  to  reduce  earnings  and  profits  arising 
in  future  years. 


116 


D 


i 


considered  to  have  been  made  prior  to  any  other  actual  distributions 
made  during  the  same  taxable  year.^^ 

Subsequent  ejfect  of  fremous  dis'position  of  DISC  stock. — As  dis- 
cussed above,  the  Act  provides  that  a  shareholder  who  disposes  of  his 
stock  in  a  DISC  (or  former  DISC)  must,  in  certain  instances,  treat  his 
gain  realized  as  ordinary  income  to  the  extent  of  the  accum^ulated 
DISC  income  attributable  to  the  shares  disposed  of.  Thus,  to  the  extent 
of  the  gain  treated  as  ordinary  income  the  shareholder  is  treated  as  if 
he  hacrreceived  an  actual  distribution  of  accumulated  DISC  income. 
Since  this  ordinary  income  treatment  arises  only  with  respect  to  one 
shareholder,  however,  no  adjustment  is  made  at  the  corporate  level 
to  the  accumulated  DISC  income  or  previously  taxed  income  of  the 
DISC.  Adjustments  at  the  corporate  level  reflect  events  affecting  all 
the  shareholders  on  a  pro  rata  basis,  rather  than  just  one  shareholder. 

To  provide  appropriate  treatment  in  the  situation  where  only  one 
shareholder  is  taxed  on  a  portion  of  the  corporation's  accumulated 
DISC  income  by  reason  of  a  disposition  of  his  stock  the  Act  provides 
a  special  rule.  Under  this  rule  a  subsequent  holder  of  the  stock  is  to 
have  a  special  adjustment  which,  in  effect,  permits  him  to  treat  the 
receipt  of  a  subsequent  actual  distribution  (or  a  deemed  distribution 
occurring  as  a  result  of  the  disqualification  or  termination  of  the 
DISC)  of  accumulated  DISC  income  as  if  the  distribution  were  made 
out  of  previously  taxed  income  (and  thus  nontaxable)  to  the  extent 
gain  on  the  previous  dispositions  of  the  stock  was  taxed  as  ordinary 
income.^^ 

This  special  adjustment  rule  continues  to  apply  even  though  the 
stock  is  again  transferred  to  another  person.^'^  It  does  not,  however, 

1' To  illustrate  the  application  of  these  priority  rules,  assume  an  esistin?  corporation 
Cownerl  hy  a  sin£rle  shareholder) .  with  accnmnlatecl  earnings  and  profits  of  $10.  elects  to  be 
treated  as  a  DISC.  At  the  end  of  its  first  year  of  operation  as  a  DISC,  it  has  DISC  income 
of  $4  and  previously  taxed  income  of  .'i;2.  In  its  next  year  of  ooeration.  it  earns  DISC 
income  of  $4.  In  April  of  that  year,  the  DISC  makes  a  qualifying  distribution  of  $fi  for  the 
preceding  year.  In  June,  the  stock  of  the  DISC  is  acquired  by  another  corporation  in  a 
tax-free  "B"  reorganization,  which  results  neither  in  the  recognition  of  arain  nor  In  ordinary 
income  treatment  for  the  disposing  shareholder.  In  September,  the  DISC  makes  an  actual 
distribution  to  its  new  shareholder,  the  acquiring  corporation,  in  the  amount  of  $8.  During 
the  year  the  DISC  received  .$2  of  taxable  income  whir-h  is  deemed  to  be  distributed  on  the 
last  day  of  the  year.  Of  the  three  distribtnions  (the  .?6  qualifying  distribution  to  the  first 
shareholder,  the  S8  actual  distribution  to  the  new  shareholder,  and  the  $2  deemed  distribu- 
tion to  the  new  shareholder),  the  $2  deemed  distribution  is  considered  to  have  been  mside 
first.  The  deemed  distribution  thus  is  ordinary  income  to  the  new  shareholder  and  increases 
previously  taxed  income  by  the  same  amount.  The  $6  nualifying  distribution  is  considered  to 
have  been  made  next,  and  is  considered  to  be  entirely  out  of  accumulated  DISC  income 
(sec.  fl96(a)(2)'l.  Thus,  the  prior  shareholder  of  the  DISC  will  have  ordinary  income  in 
the  amount  of  the  distribution  nnd  will  not  be  entitled  to  the  dividends  received  deduction 
with  respect  to  such  amount.  The  .?8  actual  distribution  Is  considered  to  have  bepn  made 
Inst  in  order  and  Is  considered  first  out  of  previously  taxed  Income  of  which  the  DISC  has 
$4,  next  out  of  accumulated  DISC  income  of  which  the  DISC  has  %2.  and  last  out  of  other 
earnings  and  profits,  of  which  the  DISC  has  a  sufficient  amount  to  cover  this  portion  of  the 
actual  distribution.  Accordingly,  the  new  shfireholder  would  be  considered,  insofar  as  the 
actual  distribution  of  $8  is  concerned,  as  having  received  $4  tax-free  from  previously  taxed 
income,  S2  from  DISC  income  (which  would  not  be  eligible  for  the  dividends  received 
deduction)  and  !?2  from  other  earnings  and  profits  (which  would  be  eligible  for  the  divi- 
dends received  deduction). 

1^  For  example,  assume  that  a  shareholder  in  a  DISC  is  required  to  treat  $20  of  his  gain 
on  the  sale  of  his  DISC  stock  as  ordinary  income.  Although  the  accumulated  DISC  income 
and  the  previonsl.v  taxed  income  of  the  corporation  are  not  adjusted  to  reflect  this  ordinary 
income  treatment,  the  purch;iser  is  to  treat  up  to  $20  of  a  subseauent  actual  distribution 
(or  a  deemed  distribution  resulting  from  term.ination  or  disnualifieation)  out  of  accumu- 
lated DISC  incomo  in  the  same  manner  as  a  tax-free  distribution  from  previously  taxed 
income.  Thus,  if  the  corporation  made  an  actual  distribution  to  the  purchaser  of  $1.5  out 
of  accumulated  DISC  income,  he  would  not  be  taxed  on  this  amount,  even  though  the  cor- 
poration itself  had  no  previously  taxed  income. 

"  For  example,  if  the  purchaser,  in  the  example  In  the  preceding  footnote,  transferred  his 
DISC  stock  by  gift  to  his  son  after  having  received  the  $15  distribution  from  the  DISC 
which  was  tax-free  to  him  under  the  special  adiustment  rule,  the  son  would  become  entitled 
to  the  special  adiustment  rule.  The  amount  r>f  the  special  adjustment,  however,  would  only 
be  the  excess  of  the  gain  treated  as  ordinary  income  to  the  original  seller  upon  the  salp.  $20, 
over  the  amount  previously  treated  as  if  it  were  from  previously  taxed  income  ($15).  Conse- 
quently, an  actual  distribution  by  the  DISC  to  the  son  of  an  amount  up  to  $5  would  be 
treated  as  tax-free  to  him. 
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apply  with  respect  to  gain  on  an  acquisition  by  a  DISC  or  former 
DISC  of  its  stock  or,  in  the  event  of  such  an  acquisition,  to  gain  on  a 
transaction  prior  to  the  acquisition. 

Since  a  redemption  by  a^DISC  of  its  stock  is  economically  equivalent 
to  the  acquisition  of  the  DISC  stock  hj  the  remaining  DISC  share- 
holders, the  Act  provides  in  this  case  for  a  reduction  in  the  corpora- 
tion's accumulated  DISC  income  to  the  extent  of  the  ordinary  income 
realized  (as  a  result  of  sec.  995  (c) )  by  the  redeemed  shareholder  upon 
the  redemption.  If  the  redeemed  shareholder  was  entitled  to  the  special 
adjustment  rule,  the  corporation's  accumulated  DISC  income  also  is 
to  be  reduced  by  the  amount  of  the  special  adjustment,  i.e.,  the  amount 
of  the  DISC  income  which  the  redeemed  shareholder  could  have  re- 
ceived tax-f  ree.^^ 

Adjustm.ents  to  basis. — ^^Yhen  a  shareholder  of  a  DISC  (or  former 
DISC)  is  taxed  on  a  deemed  distribution  of  an  amount  which  remains 
in  the  corporation,  it  is  in  essence  as  if  there  had  been  an  actual  distri- 
bution of  the  amount  to  the  shareholder  followed  by  a  contribution 
by  him  of  the  amount  to  the  corporation's  capital.  In  the  latter  case, 
the  basis  of  the  shareholder's  stock  in  the  corporation  would  be  in- 
creased by  the  amount  of  the  capital  contribution.  To  provide  the 
same  treatment  in  the  case  of  deemed  distributions,  the  Act  provides 
that  the  basis  of  a  shareholder's  stock  in  the  corporation  is  to  be  in- 
creased by  the  amount  taxed  to  him  as  a  deemed  distribution. 

On  the  other  hand,  the  tax-free  receipt  by  a  shareholder  of  a  DISC 
or  former  DISC  of  an  actual  distribution  out  of  previously  taxed 
income  is  the  equivalent  of  a  tax-free  distribution  of  capital  which 
under  normal  rules  would  result  in  a  reduction  of  the  basis  of  his 
stock.  Accordingly,  it  is  provided  that  the  basis  of  the  shareholder's 
stock  in  the  DISC  is  to  be  reduced  by  the  amount  received  by  him 
tax  free  from,  previously  taxed  income  (including  amounts  received 
tax  free  pursuant  to  the  special  adjustment  rule).  If  a  distribution  of 
previously  taxed  income  exceeds  the  basis  of  the  shareholder's  stock, 
it  is  to  be  treated  by  him  as  gain  from  the  sale  or  exchange  of  property. 

Definition's  of  divisions  of  earnings  and  profits ;  treatment  of  deemed 
distributions. — The  Act  provides  that  the  earnings  and  profits  of  a 
DISC  (or  former  DISC)  are  to  be  divisible  into  three  separate  cate- 
gories. 

The  first  division,  DISC  income,  consists  of  those  earnings  and 
profits  on  which  tax  has  been  deferred  because  of  the  corporation's 
classification  as  a  DISC  in  the  year  the  income  was  earned.  Thus, 
DISC  income  for  a  taxable  year  is  the  earnings  and  profits  of  a  DISC 
during  that  year  before  reduction  for  any  actual  distributions  made 
during  the  year  but  after  reduction  for  amounts  deemed  distributed 
currently  in  qualified  years  such  as  interest  on  producer's  loans. 

These  amounts  are  omitted  from  DISC  income,  since  they  are 
taxed  currently  to  the  shareholders  of  a  DISC  and,  therefore,  do  not 
represent  earnings  of  a  DISC  on  which  tax  has  been  deferred.  If  a 
DISC,  because  of  its  ownership  of  stock  in  a  controlled  foreign  corpo- 
ration, must  include  any  amounts  in  its  gross  income,  as  a  result  of  the 
application  of  subpart  F,  these  amounts  also  are  to  be  included  in  the 

18  For  pxample,  assume  a  DISC  with  $100  of  accumulated  DISC  Income  redeems  the  stoclj 
of  a  shareholder  who  treats  $25  of  his  recofrnized  gain  as  ordinary  Income.  Assume  also  that 
the  redeemed  shareholder,  because  of  the  special  adjustment  tax.  could  have  received  $.30 
of  DISC  income  from  the  DISC  tax-free.  In  this  case,  the  accumulated  DISC  income  of  the 
corporation  is  to  be  reduced  to  $45   ($100  minus  $55)   as  a  result  of  the  redemption. 
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DISC  income  division  of  earnings  and  profits  for  the  year  included 
in  the  DISC'S  tasable  income. 

The  second  division  of  a  DISC's  earnings  and  profits  is  previously 
taxed  income.  The  amounts  in  this  division  represent  the  total  of  the 
amounts  previously  taxed  to  shareholders  as  deemed  distributions 
(under  sec.  995  (b) ) ,  including  both  distributions  when  the  corporation 
was  and  was  not  qualified  as  a  DISC.  Thus,  if  a  shareholder  is  deemed 
to  have  received  a  distribution  as  a  result  of  the  termination  of  a 
DISC  election,  or  the  failure  of  the  corporation  to  qualify  as  a  DISC, 
or  if  he  received  a  deemed  distribution  related  to  a  qualified  year  of 
a  DISC,  the  amount  of  any  such  deemed  distribution  is  to  increase 
previously  taxed  income  and,  in  the  case  of  a  deemed  distribution 
resulting  from  termination  or  disqualification,  reduce  accumulated 
DISC  income. 

The  third  division  of  a  DISC's  earnings  and  profits,  is  referred  to  as 
"other  earnings  and  profits."  This  has  reference  to  those  earnings  and 
profits  of  a  DISC  which  were  accum^ulated  while  the  corporation  was 
not  taxed  as  a  DISC  (i.e.,  in  a  year  prior  to  the  corporation's  election, 
or  subsequent  to  the  election  if  it  did  not  qualify  for  the  year) .  These 
are  the  "normal"  earnings  and  profits  of  a  DISC  which  are  the  sam.e 
as  the  earnings  and  profits  of  an  ordinary  corporation  which  never  was 
a  DISC.  As  a  result,  these  earnings  and  profits  when  distributed  are 
eligible  for  the  dividends  received  deduction  and  are  not  treated  as 
foreign  source  income. 

Effectively  connected  income. — The  Act  treats  all  actual  and  deemed 
distributions  which  are  out  of  DISC  income  and  a:ains  which  are  taxed 
as  ordinary  income,  insofar  as  shareholders  of  a  DISC  who  are  nonresi- 
dent aliens  or  a  foreign  corporation,  trust,  or  estate  are  concerned,  as 
effectively  connected  with  the  conduct  of  a  trade  or  business  conducted 
through  a  pennanent  establishment  by  the  shareholder  within  the 
United  States.  The  effect  of  this  provision  is  to  place  distributions 
from  a  DISC  (both  deemed  and  actual)  and  gains  on  the  disposition 
of  DISC  stock  treated  as  ordinary  income  (pursuant  to  sec.  995(c)) 
in  the  category  of  income  which  is  subject  to  U.S.  tax,  when  received 
by  nonresident  aliens  and  a  foreign  corporation,  trust  or  estate  on  a  net 
income  basis  and  at  the  regular  rate  of  tax. 

8.  Special  subchapter  C  rules  {sec.  501  of  tlie  Act  and  sec.  907  of  the 
code) 
The  amount  distributed  in  th^  case  of  a  distribution  of  property  (as 
distinct  from  money)  to  a  corporate  distributee  usually  is  measured 
by  reference  to  the  basis  of  the  property  distributed,  rather  than  its 
fair  market  value  as  is  the  case  with  distributions  to  individuals.  In 
addition,  the  basis  of  property  received  by  a  corporate  distributee 
usually  is  the  adjusted  basis  of  property  distributed  in  the  hands  of 
the  distributing  corporation.  (See  sees!  301(b)(1)(B),  and  301(d) 
(2)).  However,  since  the  distribution  of  property  from  a  DISC,  out 
of  DISC  income  or  previously  taxed  income,  is  includible  in  the  in- 
come of  the  recipient  in  full  (or,  in  the  case  of  previously  taxed  income, 
has  previously  been  so  included),  without  benefit  of  the  dividends 
received  deduction,  it  is  more  appropriate  to  treat  the  distributions 
under  the  sam.e  rules  as  apply  to  distributions  to  individuals.  In  this 
case,  there  is  not  the  possibility  of  two  taxes  as  there  usually  is  where 
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the  dividends  received  deduction  is  not  available  and  one  corporation 
makes  a  distribution  to  another  corporation. 

Consequently,  it  is  provided  that  the  rules  applicable  to  distri- 
butions to  an  individual  are  to  apply  to  distributions  by  a  DISC  to 
the  extent  they  are  out  of  DISC  income  or  previously  taxed  income 
(but  not  to  the  extent  they  are  out  of  other  earnino;:s  and  profits  where 
there  is  the  possibility  of  a  double  tax.)  Thus,  the  amount  of  these 
distributions  in  property  are  to  be  measured  by  the  fair  market  value 
of  the  property  distributed  and  the  basis  of  the  property  distributed 
in  the  hands  of  the  corporate  distributee  is  to  be  its  fair  market  value 
at  the  time  of  the  distribution.  To  the  extent  that  the  distribution  is 
out  of  the  other  earnings  and  profits  of  a  DISC,  the  normal  rules  of 
section  301  are  to  apply. 

The  special  rule  described  above,  of  course,  has  application  to  dis- 
tributions by  a  former  DISC  to  a  corporate  distributee,  to  the  extent 
the  distributions  are  out  of  the  corporation's  accumulated  DISC  in- 
come or  previously  taxed  income. 

9.  Dwidends  received  deduction  {sec.  502  of  the  Act  and  sec.  2Jf.6{d) 

of  the  code) 

Generally,  a  corporation  receiving  a  dividend  from  a  domestic  cor- 
poration is  entitled  to  a  deduction  (usually  equal  to  85  percent  of  the 
dividend)  in  computing  its  taxable  income.  This  intercorporate  divi- 
dends received  deduction  is  designed  to  prevent,  for  the  most  part, 
the  multiple  taxation  of  corporate  earnings  as  they  pass  from  one 
corporation  to  another.  Since  a  DISC  is  not,  however,  subject  to  tax- 
ation on  its  earnings  and  profits  as  a  DISC,  there  is  no  reason  to  pro- 
vide for  an  intercorporate  dividends  received  deduction  for  dividends 
distrbuted  to  corporate  shareholders  of  a  DISC. 

As  a  result,  the  Act  provides  that  the  dividends  received  deduction 
is  not  to  be  available  to  corporate  distributees  to  the  extent  dividends 
from  a  DISC  (or  former  DISC)  are  out  of  accumulated  DISC  income, 
or  previously  taxed  income,  or  are  a  deemed  distribution  in  a  year  in 
which  a  corporation  qualifies  as  a  DISC  (under  sec.  995(b)  (1) ). 

If,  however,  the  dividend  is  made  out  of  other  earnings  and  profits, 
a  corporate  distributee  is  to  be  entitled  to  a  dividends  received  deduc- 
tion in  the  same  manner  and  to  the  same  extent  as  under  the  rules 
applicable  to  a  distribution  from  a  regular  corporation. 

10.  Foreign  tax  credit  {sec.  502  of  the  Act  and  sees.  901  {d)  and904-{f) 

of  the  code) 
The  Act  makes  the  foreign  tax  credit  available  to  shareholders  of  a 
DISC  (or  former  DISC)  for  any  foreign  incomes  taxes  paid  by  the 
corporation  with  respect  to  certain  distributions  (whether  deemed  or 
actual).  This  is  accomplished  by  providing  that  dividends  from  a 
DISC  (or  former  DISC)  are  to  be  treated  as  dividends  from  a  foreign 
corporation  to  the  extent  the  dividends  are  treated  as  from  sources 
without  the  United  States.  An  amendment  to  the  source  rules  (adding 
sec.  861  (a)  (2)  (D)  to  the  code)  provides  that  dividends  from  a  DISC 
are  to  be  considered  to  be  from  sources  without  the  United  States 
to  the  extent  attributable  (as  determined  under  regulations  to  be 
prescribed)  to  qualified  export  receipts  (other  than  interest  from 
U.S.  sources)  of  the  DISC. 
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By  treating  dividends  from  a  DISC  (or  former  DISC)  as  from  a 
foreign  corporation,  to  the  extent  the  dividends  are  attributable  to 
qualified  export  receipts  (other  than  United  States  source  interest),  a 
corporate  shareholder  becomes  entitled  to  the  "deemed  paid"  foreign 
tax  credit  (sec.  902  of  the  code)  with  respect  to  any  foreign  income 
taxes  paid  by  the  DISC  (or  former  DISC) . 

The  Act  also  contains  a  provision  which  prevents  a  DISC  share- 
holder, which  has  elected  the  overall  limitation  on  the  foreign  tax 
credit,  from  using  its  excess  foreigTi  tax  credits  to  offset  its  U.S.  tax 
liability  on  the  income  received  from  a  DISC  (which  is  treated  as  for- 
eign source  income  to  the  extent  it  is  attributable  to  export  receipts). 
As  is  the  case  with  respect  to  interest  income,  it  is  provided  that  the 
tax  credit  limitation  is  to  be  applied  separately  with  respect  to  DISC 
income.  The  Act  further  provides  that  the  overall  limitation  will  not 
apply  with  respect  to  dividends  received  from  a  DISC.  Consequently, 
a  DISC  shareholder  is  not  to  be  able  to  use  excess  foreign  tax  credits 
paid  to  a  particular  country  (e.g.,  France)  to  offset  its  tax  liability  on 
the  dividends  received  by  it  from  a  DISC.  All  dividends  received 
from  a  DISC  are  considered  to  be  received  from  one  country.  Thus,  it 
is  provided  that  if  a  taxpayer  receives  dividends  from  more  than  one 
DISC  the  aggregate  of  the  dividends  is  to  be  considered  in  applying 
the  per  country  limitation  on  the  foreign  tax  credit. 

11.  Western  Hemisphere  Trade  Corf  orations  {sec.  502  of  the  Act  and 

sec.  922  of  the  code) 

The  Act  provides  that  a  corporation  which  is  a  DISC  for  a  taxable 
year  and  which  also  would  otherwise  qualify  as  a  Western  Hemi- 
sphere trade  corporation  for  the  year  is  not  to  be  allowed  the  special 
Western  Hemisphere  trade  corporation  deduction  (which  is  equiva- 
lent to  a  14  percentage  point  rate  reduction)  for  that  year.  Denial  of 
the  deduction  will  insure  that  during  this  period  a  DISC  does  not  re- 
ceive the  double  benefit  of  Western  Hemisphere  trade  corporation 
treatment  and  DISC  treatment.  The  special  deduction  is  available  to 
a  former  DISC  if  it  otherwise  qualifies  for  the  deduction. 

In  addition,  the  Act  also  provides  that  a  corporation  may  not  re- 
ceive the  special  Western  Hemisphere  trade  corporation  treatment  for 
any  year  for  which  it  owns  stock  in  a  DISC  or  former  DISC.  It  would 
be  inappropriate  to  accord  tax-deferred  status  to  a  DISC'S  profits 
when  earned  by  the  DISC  and,  in  addition,  the  special  Western  Hemi- 
sphere trade  corporation  tax  rates  on  those  profits  when  they  are  dis- 
tributed by  the  DISC. 

12.  Possessions''  corporations  {sec.  502  of  the  Act  and  sec.  931  {a)  of 

the  code) 
Under  present  law,  a  U.S.  corporation  is  treated  as  a  possessions' 
corporation  if  most  of  its  income  is  derived  from  a  possession.  A  pos- 
sessions' corporation  is  taxable  by  the  United  States  only  on  its  U.S. 
source  income.  If  a  possessions'  corporation  were  allowed  this  special 
tieatment  for  a  taxable  j^ear  in  which  it  was  a  shareholder  in  a  DISC 
or  former  DISC,  the  tax-deferred  profits  of  the  DISC  or  former 
DISC  which  were  distributed  or  deemed  distributed  to  the  posses- 
sions' corporation  would  be  free  of  tax  in  the  possessions'  corporation's 
hands,  since  they  are  not  treated  as  U.S.  source  income.  To  prevent 
tliis  result,  it  is  provided  that  the  special  possessions'  corporation  treat- 
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ment  is  not  to  be  available  to  a  corporation  for  any  year  in  wliich  it 
owns  stock  in  a  DISC  or  former  DISC.  The  Act  also  provides  that 
this  treatment  is  not  to  be  available  when  the  corporation  is,  itself,  a 
DISC. 

13.  Consolidated  tax  returns  {sec.  502  of  the  Act  and  sec.  150Ii,{'b)  of 
the  code) 
The  Act  provides  that  a  DISC  or  former  DISC  may  not  be  included 
in  a  group  of  affiliated  corporations  electing  to  jfile  a  consolidated  tax 
return.  An  affiliated  group  of  corporations  which  files  a  consolidated 
tax  return,  in  effect,  is  allowed  a  100  percent  dividends  received  deduc- 
tion on  dividends  flowing  from  one  member  of  the  group  to  another. 
The  allowance  of  this  treatment,  like  the  allowance  of  the  general 
dividends  received  deduction,  is  not  compatible  with  the  principle  that 
earnings  of  a  DISC  are  not  to  be  taxed  in  the  hands  of  the  DISC  but 
rather  are  to  be  taxed  in  the  hands  of  its  shareholders. 

III..  Special  rule  with  respect  to  DISC  stock  acquired  from  a  decedent 
{sec.  502  of  the  Act  and  sec.  101Ji.{d)  of  the  code) 

In  order  to  prevent  the  possibility  of  a  DISC  shareholder,  who  re- 
ceives stock  of  a  DISC  (or  former  DISC)  from  a  decedent,  from 
escaping  taxation  on  the  DISC  income  attributable  to  those  shares 
when  they  are  disposed  of  by  him,  the  Act  provides  a  special  basis 
rule  with  respect  to  such  stock  when  acquired  from  a  decedent. 

An  amendment  to  the  general  basis  rule  relating  to  property  ac- 
quired from  a  decedent  (sec.  1014)  provides  that  the  basis  given  stock 
of  a  DISC  (or  former  DISC)  acquired  from  a  decedent  is  to  be  the 
basis  of  the  property  determined  under  the  general  rule  in  such  cases 
(fair  market  value  upon  the  applicable  estate  tax  valuation  date)  but 
reduced  by  the  amount  which  would  have  been  treated  as  ordinary 
incomie  (under  sec.  995(c) )  had  the  decedent  lived  and  sold  the  Dis6 
stock  at  its  fair  market  value  on  the  applicable  estate  tax  valuation 
date.  Thus,  the  basis  of  DISC  stock  in  the  hands  of  an  individual  ac- 
quiring such  stock  from  a  decedent  is  still  to  reflect  the  potential 
taxation  to  such  individual  (as  ordinary  income)  of  the  DISC  income 
attributable  to  the  acquired  shares. 

This  rule  can  be  illustrated  by  assuming  that  A,  possessing  DISC 
stock  with  a  basis  of  $60  in  his  hands,  dies  when  the  stock  has  a  fair 
market  value  of  $100.  Assume  further  that  A's  fiduciary  elects  the  date 
of  death  valuation  for  Federal  estate  tax  purposes.  If  the  amount 
which  would  have  been  ordinary  income  if  the  shares  were  sold  on  the 
date  of  death  is  $30,  the  basis  of  such  stock  to  the  legatee  (B)  would 
be  $70  (the  fair  m.arket  value  at  death,  $100,  reduced  by  $30).  Con- 
sequently, the  subsequent  sale  of  the  inherited  DISC  stock  by  B  for 
$100  would  (assuming  no  decrease  in  the  DISC  income  attributable  to 
such  shares)  generate  $30  of  ordinary  income  to  B. 

The  rule  provided  by  the  Act  has  application  whenever  stock  of 
a  DISC  (or  former  DISC)  is  included  in  the  decedent's  gross  estate 
for  Federal  estate  tax  purposes.  For  example,  if  the  DISC  stock  in  the 
above  example  had  been  transferred  by  A  to  B  in  contemplation  of 
death,  the  property  would  have  been  included  in  the  decedent's  gross 
estate  and  the  basis  in  B's  hands  would  be  determined  under  the  DISC 
rules  in  the  same  manner  as  if  the  stock  had  been  acquired  by  B  as  a 
result  of  A's  death. 
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Where  tlie  decedent's  fiduciary  elects  tlie  alternate  evaluation  date 
for  Federal  estate  tax  purposes  (pursuant  to  sec.  2032) ,  in  computing 
the  gain  which  the  decedent  would  have  had  if  he  had  sold  the  DISC 
stock  on  the  alternate  valuation  date,  his  basis  is  to  be  determined 
with  reduction  for  any  distributions  which  may  have  been  made,  after 
the  date  of  the  decedent's  death  and  before  the  alternate  valuation 
date,  from  the  DISC'S  previously  taxed  income,  ^j  providing  that  the 
decedent's  basis  in  the  hypothetical  sale  is  reduced  by  post- death 
distributions  from  previously  taxed  income,  it  is  insured  that  the  basis 
of  the  beneficiary  will  reflect  the  fact  that  a  distribution  has  been 
made  from  previously  taxed  income  during  administration  and  prior 
to  the  alterna^te  valuation  date.  For  example,  assume  that  A  dies 
possessing  DISC  stock  with  a  basis  of  $100,  which  stock  is  bequeathed 
to  B.  If  the  stock  has  a  value  of  $110  on  the  alternate  valuation  date. 
its  basis  to  B  (assuming  that  the  corporation  has  $50  of  DISC  income 
and  $10  of  previously  taxed  income)  would  be  $100  ($110  less  $10, 
the  amount  which  would  have  been  treated  as  ordinary  income  if  the 
decedent  had  lived  and  sold  the  stock  on  the  alternate  valuation  date). 
On  the  other  hand,  if  a  distribution  of  $10  had  been  made  from 
previously  taxed  income  prior  to  the  alternate  valuation  date,  B's 
basis  would  be  $90  ($100,  the  fair  market  value  of  the  stock  on  the 
alternate  evaluation  date  (as  adjusted  above),  less  $10,  the  amount 
which  would  have  been  treated  as  ordinary  income  if  the  decedent  had 
lived  and  sold  the  stock  on  the  alternative  valuation  date) . 

16.  Procedure  and  administration  (sec.  504-  of  the  Act  and  sees.  6011, 
6072, 6501 ,  and  6686  of  the  code ) 

The  Act  provides  various  reporting  and  recordkeeping  procedures 
for  the  corporations  which  are  or  were  DISC's.  A  DISC  is  to  file  a  tax 
return  for  its  taxable  j^ear  on  or  before  the  15th  day  of  the  9th  month 
following  the  close  of  the  taxable  year  on  such  forms  as  are  prescribed 
by  the  Treasury.  A  DISC  or  former  DISC  also  must  furnish  for  a 
taxable  year  such  information  to  the  Internal  Eevenue  Service,  and 
to  any  persons  who  were  shareholders  of  the  corporation  at  any  time 
during  the  taxable  year,  as  the  Treasury  requires  by  regulations.  In 
addition,  a  DISC  or  form.er  DISC  must  keep  such  records  as  are  re- 
quired by  Treasury  regulations. 

Generally,  the  statute  of  limitations  on  the  assessment  of  tax  by  the 
Internal  Revenue  Service  against  a  corporation  begins  to  run  on  the 
due  date  for  the  corporation's  tax  return  (if  the  return  is  filed  b}^  that 
time).  For  purposes  of  applying  this  rule  it  is  provided  that  if  a 
corporation  in  good  faith  determines  it  is  a  DISC  and  files  a  DISC  tax 
return  for  a  taxable  year,  that  tax  return  is  to  be  considered  as  a  regular 
corporate  tax  return.  Thus,  if  the  corporation  subsequently  is  held  not 
to  be  a  DISC  for  the  year,  the  filing  of  the  DISC  tax  return  will  have 
started  the  statute  of  limitations  running  for  purposes  of  assessments 
of  tax  against  the  corporation. 

Penalties  (which  are  in  addition  to  the  penalties  pro^dded  in  section 
7203  regarding  willful  failures  to  file  returns,  supply  information,  or 
pay  taxes)  are  provided  for  a  failure  to  file  a  DISC  tax  return  or  to 
supply  the  information  required  under  the  Act.  In  the  case  of  a  failure 
to  supply  information,  the  penalty  is  to  be  $100  for  each  failure  but 
the  total  penalty  imposed  for  a  calendar  year  with  respect  to  failure  to 
supply  information  may  not  exceed  $25,000.  In  the  case  of  a  failure  to 
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file  a  DISC  tax  return,  a  penalty  of  $1,000  is  imposed.  These  penalties, 
however,  are  not  to  apply  in  any  case  where  the  failure  to  supply 
information  or  file  a  DISC  tax  return  is  due  to  reasonable  cause. 

16.  Export  trade  corporations  {sec.  605  of  the  Act) 

A  U.S.  parent  corporation  of  a  controlled  foreign  subsidiary  is 
subject  to  tax  currently  on  the  foreign  subsidiary's  subpart  F  income 
(generally  its  trading,  etc.,  income).  If  the  foreign  subsidiary,  how- 
ever, derives  its  trading  income  from  the  sale  of  U.S.  exports  and 
invests  that  income  m  export  trade  assets,  then  the  tax  liability  of  the 
parent  company  on  a  subsidiary's  income  is  deferred  as  long  as  it 
remains  invested  in  the  export  trade  assets.  To  a  large  extent,  the 
export  trade  corporation  provisions  of  present  law  serve  the  same  ob- 
jective which  the  DISC  treatment  is  designed  to  serve.  Since  there  is 
a  substantial  overlap  between  these  two  sets  of  provisions,  it  is  provided 
that  corporations  will  not  be  eligible  to  use  the  exjDort  trade  corpora- 
tion provisions  in  the  future.  The  Act  provides  that  a  corporation 
Avhich  was  not  an  export  trade  corporation  for  a  taxable  year  begin- 
ning before  November  1,  1971,  would  not  be  eligible  for  treatment  as 
an  export  trade  corporation  for  taxable  years  beginning  on  or  after 
that  date. 

This  will  allow  those  corporations  which  previously  qualified  under 
these  provisions  to  continue  to  qualify  under  them.  It  is  also  provided 
that  a  corporation  which  fails  to  qualify  as  an  export  trade  corpora- 
tion for  any  period  of  3  consecutive  years  beginning  after  October  31, 
1971,  may  not  again  be  eligible  for  treatment  as  an  export  trade 
corporation. 

In  addition,  the  Act  also  allows  a  parent  corporation  to  transfer 
assets  from  its  export  trade  corporation  subsidiary  to  a  DISC  sub- 
sidiary without  immediate  tax  consequences.  If  an  export  trade  cor- 
poration desires  to  take  advantage  of  the  DISC  provisions,  the  Act 
provides  that  if  a  parent  corporation  owns  all  the  outstanding  stock 
of  an  export  trade  corporation  and  all  the  outstanding  stock  of  a 
DISC,  then  no  gain  or  loss  or  immediate  income  tax  consequences  are 
to  result  to  any  of  the  corporations  involved,  if  the  export  trade  cor- 
poration contributes  property  to  the  DISC  in  situations  where  two 
conditions  are  satisfied.  First,  the  amount  transferred  to  the  DISC 
must  be  at  least  equal  to  the  amount  of  the  export  trade  corporation's 
untaxed  subpart  F  income  (i.e.,  the  previously  earned  subpart  F  in- 
come on  which  tax  has  been  deferred  by  virtue  of  export  trade  corpo- 
ration treatment) .  Second,  the  transfer  must  occur  during  a  taxable 
year  beginning  before  January  1, 1976.  The  Act  provides  that  a  foreign 
corporation  which  qualified  as  an  export  trade  corporation  for  any 
three  taxable  years  beginning  before  November  1, 1971,  will  be  treated 
as  an  export  trade  corporation  for  purposes  of  the  provision  which 
alloAvs  a  foreign  corporation  to  transfer  its  assets  to  a  DISC  without 
tax  consequences. 

If  the  above  described  conditions  are  satisfied  with  respect  to  a 
transfer  of  property  from  an  export  trade  corporation  to  a  DISC,  the 
Act  provides  that  a  series  of  adjustments  are  to  be  made  with  respect 
to  the  export  trade  corporation  and  the  DISC  to  reflect  the  fact  that 
the  export  trade  corporation's  tax  deferred  earnings  have  been  trans- 
ferred to  the  DISC.  First,  the  earnings  and  profits  of  the  DISC  and 
its  accumulated  DISC  income  (i.e.,  its  tax  deferred  income)  are  to  be 
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increased  by  the  amount  of  any  earnings  and  profits  transferred  to 
it  (and  the  export  trade  corporation's  earnings  and  profits  are  to  be 
reduced  by  the  same  amount).  This  is  to  occur  even  if  the  amount 
transferred  to  the  DISC  is  in  excess  of  the  export  trade  corporation's 
untaxed  subpart  F  income,  since  the  excess  represents  other  untaxed 
foreign  earnings.  These  amounts  are  to  be  treated  as  foreign  source 
income  when  distributed  by  the  DISC  and  the  taxes  paid  by  the  ex- 
port trade  corporation  on  its  earnings  which  are  transferred  to  the 
DISC,  in  effect,  are  to  be  considered  as  paid  by  the  DISC  for  purposes 
of  determining  the  allowable  deemed  paid  foreign  tax  credit  which  a 
corporate  shareholder  of  the  DISC  is  entitled  to  when  it  receives  a 
dividend  from  the  DISC. 

Adjustments  to  the  basis  of  the  parent  company's  stock  in  the 
export  trade  corporation  and  the  DISC  also  are  provided  by  the  Act 
so  as  to  take  account  of  the  fact  that  all,  or  a  portion,  of  the  parent 
company's  investment  in  its  exjDort  trade  corporation  subsidiary  has 
been  transferred  to  its  DISC  subsidiary.  It  is  provided  that  the  basis 
of  the  parent's  stock  in  the  export  trade  corporation  is  to  be  reduced 
proportionately  by  the  percentage  of  the  export  trade  corporation's 
assets  (measured  by  their  adjusted  basis)  transferred  to  the  DISC. 
For  example,  if  25  percent  of  an  export  trade  corporation's  assets  were 
transferred  to  a  DISC  and  the  parent  company's  basis  for  its  stock  in 
the  export  trade  corporation  was  $1  million,  then  that  basis  is  to  be 
reduced  to  $750,000.  The  amount  by  which  the  basis  of  the  parent 
company's  stock  in  its  export  trade  corporation  subsidiary  is  reduced 
is  to  be  added  to  the  basis  of  its  stock  in  its  DISC  subsidiary. 

In  determining  the  amount  of  property  transferred  from  an  export 
trade  corporation  subsidiary  to  a  DISC  subsidiary,  it  is  provided  that 
the  amount  transferred  is  to  be  the  adjusted  basis  of  the  transferred 
property  with  proper  adjustment  being  made  for  any  indebtedness 
secured  by  the  property  or  assumed  by  the  DISC  in  connection  with 
the  transfer. 

The  rules  discussed  above  apply  in  the  situation  where  the  parent 
company  directly  owns  all  of  the  stock  of  both  its  export  trade  cor- 
poration subsidiary  and  its  DISC  subsidiary.  In  situations  where 
either  the  100  percent  ownership  requirement  is  not  met  or  the  direct 
ownership  requirement  is  not  met,  it  is  provided  that  the  rules  discussed 
above  are  to  be  applicable  to  the  extent  and  in  accordance  with  such 
rules,  as  the  Secretary  of  the  Treasury  provides.  An  example  of  the 
type  of  situation  covered  by  this  provision,  for  which  rules  are  to  be 
prescribed  by  the  Treasury,  would  be  where  the  export  trade  corpora- 
tion is  a  second-tier  foreign  subsidiary  which  is  to  be  spun  off  to  the 
U.S.  parent  company  and  then  merged  into  the  DISC. 

The  Act  also  contains  a  provision  which  is  designed  to  insure  that 
accounts  receivable,  to  the  extent  such  receivables  were  export  trade 
assets  when  held  by  the  transferring  export  trade  corporation,  will  be 
treated  as  qualified  export  assets  in  the  hands  of  the  DISC. 

17.  Submission  of  annual  reports  to  Congress  {sec.  506  of  the  Act) 
In  order  that  the  Congress  may  be  apprised  of  the  effects  of  the 
DISC  treatment  provided  by  the  Act,  the  Secretary  of  the  Treasury 
is  to  submit  an  annual  report  to  Congress  setting  forth  an  analysis  of 
the  operation  and  effect  of  the  DISC  system  of  taxation.  Among  other 
things,  the  report  is  to  include  an  analysis  of  the  revenue  effects  of  the 
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DISC  system  as  well  as  its  effects  on  the  balance  of  trade  of  the  United 
States. 

These  reports,  which  are  to  begin  with  the  report  for  calendar  year 
1972  are  to  be  submitted  to  the  Congress  within  15%  months  follow- 
ing the  close  of  each  calendar  year. 

In  addition,  before  February  1,  19Y3,  and  every  three  years  there- 
after, the  President  was  requested  to  submit  to  the  Congress  a  com- 
prehensive analysis  of  the  manner  in  which  the  various  countries  of 
the  world  treat,  for  tax  and  tariff  purposes,  the  export  of  manufac- 
tured and  processed  products. 

G.  Job  Development  Related  to  Work  Incentive  Program 

(Sec.  601  of  the  Act  and  new  sections  40,  50A,  and  50B  of  the  code) 

The  aim  of  the  Revenue  Act  of  1971  was  to  expand  job  opportunities 
for  all  Americans.  The  job  development  investment  credit  under  title  I 
of  the  Act  is  the  major  instrument  for  accomplishing  this  goal.  The 
Act  also  contains  important  provisions  designed  to  expand  job  oppor- 
tunities for  welfare  recipients  participating  in  the  Work  Incentive 
Program. 

The  Work  Incentive  Program  was  created  by  the  Congress  in  1967 
as  an  attempt  to  cope  with  the  problem  of  rapidly  growing  dependency 
on  welfare  by  providing  recipients  with  the  training  and  job  oppor- 
tunities needed  to  help  them  become  economically  independent.  Unfor- 
tunately, the  results  have  been  disappointing,  and  few  participants  in 
the  Work  Incentive  Program  have  been  placed  in  employment  follow- 
ing completion  of  participation  in  the  program. 

The  major  single  criticism  of  the  Work  Incentive  Program  is  that 
it  has  not  placed  welfare  recipients  in  jobs.  The  reason  for  this  is  that 
well  over  ninety  percent  of  the  enroUees  in  the  program  are  taking 
classroom-type  courses  rather  than  employment-based  training.  Two 
basic  kinds  of  employment-based  training  are  authorized  under  pres- 
ent law ;  on-the-job  training  with  private  employers  and  public  service 
employment  in  created  public  jobs.  These  must  be  given  a  much  higher 
priority  if  welfare  recipients  are  to  be  employed  rather  than  put  into 
training  programs  leading  nowhere. 

Employment  in  the  private  sector  represents  our  major  hope  for 
leading  present  welfare  recipients  to  economic  independence.  As  an 
incentive  for  employers  in  the  private  sector  to  hire  individuals  p]  aced 
in  on-the-job  training  or  employment  through  the  Work  Incentive 
Program,  the  Act  provides  a  tax  credit  equal  to  20  percent  of  the  wages 
and  salaries  paid  to  these  employees  during  their  first  12  months  of 
employment. 

The  tax  incentive  is  a  key  provision  of  the  Act.  Congress  recognized 
that  no  ^York  incentive  or  job  training  program  can  ever  be  successful 
unless  it  has  the  full  cooperation  of  private  business.  Many  welfare  re- 
cipients will  be  very  poor  employment  risks,  unless  they  receive  special 
training  so  that  they  can  achieve  full  productivity.  It  is  unrealistic 
to  expect  that  the  business  community  will  undertake  this  kind  of  new 
responsibility  without  some  form  of  extra  financial  help  in  the  initial 
stages.  The  job  development  tax  incentive  is  designed  to  bridge  the  gap 
that  now  exists  between  the  Work  Incentive  Program  and  private 
employment.  Congress  believed  that  use  of  the  job  development  tax 
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credit  by  employers  can  only  result  in  savings  to  taxpayers.  There  has 
been  virtually  no  on-the-job  training  or  placement  of  welfare  recipi- 
ents in  private  employment  under  the  present  program.  Any  use  of  the 
tax  credit,  therefore,  will  amount  to  employment  that  would  in  all 
likelihood  not  otherwise  have  taken  place.  Let  us  assume  that  a  former 
welfare  recipient  is  placed  in  a  job  paying  $5,000  per  year.  The  tax 
credit  amounts  to  $1,000  if  the  former  recipient  toorks  for  two  full 
years.  Welfare  payments  during  those  two  years  in  most  States  would 
have  amounted  to  more  than  five  times  that  amount. 

Under  this  job  development  tax  credit,  as  indicated  above,  a  tax- 
payer is  to  be  allowed  as  a  credit  against  his  income  tax  liability  for 
the  taxable  year  an  amount  equal  to  20  percent  of  "Work  Incentive 
Program  expenses"  which  he  has  paid  or  incurred  during  the  year. 
However,  the  credit  for  a  taxable  year  may  not  exceed  $25,000  plus 
50  percent  of  the  taxpayer's  income  tax  liability  in  excess  of  $25,000. 
"Work  Incentive  Program  expenses"  are  defined  as  the  wages  and 
salaries  attributable  to  the  first  12  months  of  employment  of  employees 
who  are  placed  in  employment  under  the  Work  Incentive  Program 
established  by  the  Congress  in  1967.  The  wages  paid  an  employee 
placed  in  on-the-job  training  after  participation  in  the  Work  Incen- 
tive Program  would  similarly  be  considered  a  "Work  Incentive  Pro- 
gram expense."  The  Act  makes  clear  that  the  credit  is  not  to  be 
available  with  respect  to  wages  or  salaries  paid  to  domestic  employees. 
On  the  contrary,  it  is  provided  that  oiilj  wages  and  salaries  paid  in 
the  course  of  a  trade  or  business  are  to  qualify. 

If  the  taxpayer  without  cause  terminates  the  employment  of  an 
employee  placed  under  the  Work  Incentive  Program  at  any  time 
during  the  first  12  months  of  employment  or  at  any  time  during  the 
next  12  months,  then  the  tax  credit  allowed  under  this  provision  with 
respect  to  that  employee  is  to  be  recaptured.  In  such  a  case,  the 
tax  liability  of  the  taxpayer,  for  the  year  of  termination,  would  be 
increased  by  an  amount  equal  to  previous  tax  credits  allowed  for 
Work  Incentive  Program  exj)enses  incurred  with  respect  to  the  dis- 
charged employee.  The  recapture  provision  is  not  to  apply  if  the 
termination  of  employment  is  voluntary  by  the  employee,  or  if  it  is  due 
to  disability,  or  if  it  is  determined  under  the  State  unemployment 
compensation  law  that  the  termination  was  due  to  misconduct  by  the 
employee. 

This  provision  also  permits  any  unused  tax  credits  under  this  section 
to  be  carried  back  three  taxable  j^ears  and  then  to  be  carried  forward 
seven  taxable  years.  The  unused  credit  carryback  may  be  used  to 
reduce  any  income  tax  liability  for  the  years  to  which  it  is  carried. 
However,  any  unused  credit  for  a  year  may  only  be  carried  back  to 
taxable  years  beginning  after  December  31, 1971. 

The  provision  contains  several  limitations.  A  credit  may  not  be 
taken  for  Work  Incentive  Program  expenses  which  do  not  qualify  as 
deductible  trade  or  business  expenses,  or  if  the  expenses  have  been 
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reimbursed  to  the  taxpayer.  Further,  the  credit  is  not  allowed  for 
any  expenses  of  training  conducted  outside  the  United  States.  Also, 
no  work  incentive  program  expenses  on  behalf  of  an  employee  may 
be  used  in  computmg  the  credit  if  the  expenses  are  incurred  after 
the  end  of  the  24-month  period  beginning  with  the  date  of  initial 
employment  by  the  taxpayer.  In  addition,  no  Work  Incentive  Program 
expenses  may  be  taken  into  account  with  respect  to  an  employee  who 
is  closely  related  to  the  taxpayer.  If  the  taxpayer  is  a  corporation, 
estate  or  trust,  special  rules  are  provided  to  achieve  a  similar  result. 
The  credit  is  to  be  allowed  with  respect  to  any  Work  Incentive  Pro- 
gram participant  only  if  the  Secretary  of  Labor  certifies  tliat  his 
employment  did  not  displace  another  individual  from  employment. 
Additionally,  the  credit  is  to  be  allowed  only  for  wages  paid  in  cash. 
Finally,  the  Act  requires  that  the  wages  paid  to  a  Work  Incentive 
Program  participant  must  be  equal  to  wages  paid  non-participating 
employees  of  the  employer  performing  comparable  service. 

The  provision  is  effective  for  taxable  years  beginning  after  Decem- 
ber 31, 1971. 

H.  Tax  Incentives  for  Contributions  to  Candidates  for  Public 

Office 

(Sees.  701-703,  of  the  Act  and  sees.  41  and  218  of  the  code) 

Under  prior  law,  there  was  no  provision  to  permit  either  a  tax 
credit  or  a  deduction  for  contributions  made  to  candidates  for  public 
office  or  to  political  organizations  for  use  in  the  campaign  for  nomi- 
nation or  election  to  a  public  office.  In  order  to  encourage  more  wide- 
spread financing  of  political  campaigns  through  small  contributions, 
Congress  added  two  sections  to  the  Code  to  allow  an  individual  tax- 
payer the  option  to  elect  to  use  either  a  credit  against  his  income  tax 
liability  or  an  itemized  deduction  from  adjusted  gross  income  for  a 
limited  amount  of  political  contributions.  These  provisions,  by  en- 
couraging sm.all  scale  private  contributions  and  thereby  broadening 
the  base  of  political  financing,  help  to  reduce  the  dependency  of  can- 
didates on  large  contributors  and  special  interest  groups. 

The  credit  (sec.  41)  provided  by  the  Eevenue  Act  of  1971  is  allowed 
against  an  individual's  income  tax  liability  for  one-half  of  the  politi- 
cal contributions  made  during  the  year,  with  a  maximum  credit  of 
$25  in  the  case  of  a  joint  return  of  husband  and  wife  (a,nd  $12.50  in 
the  case  of  a  separate  return  of  a  married  person  or  a  single  person) . 
The  credit,  however,  is  not  to  exceed  the  amount  of  personal  tax 
liability  for  the  taxable  year  reduced  by  the  sum  of  any  foreign  tax 
credit  (sec.  33),  any  credit  for  partially  tax-exempt  interest  (sec.  35), 
any  retirement  income  credit  (sec.  37),  and  any  investment  credit 
(sec.  38).  ....  ^      '" 

In  place  of  the  credit,  an  individual  taxpayer  inuy  take  a  deduction 
(sec.  218)   from  adjusted  gross  income  for  the  amount  of  political 
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contributions  made  during  the  taxable  year.  The  maximum  deduction 
allowed  in  the  case  of  a  joint  return  is  $100  ($50  in  the  case  of  the 
return  of  a  single  person  or  a  married  person  filing  a  separate  return) . 
An  estate  or  trust  is  not  allowed  either  the  credit  or  the  deduction. 
A  political  contribution  is  defined  by  the  Act  as  a  contribution  or 
gift  of  money  to  a  candidate  or  campaign  committee  for  use  in  fur- 
thering the  candidacy  of  an  individual  for  public  office,  or  to  a 
national.  State  or  local  committee  of  a  national  political  party. 

A  candidate  is  defined  by  the  Act  as  an  individual  who  has  publicly 
announced  that  he  is  a  candidate  (and  meets  the  qualifications  pre- 
scribed by  law  for  the  office)  for  nomination  or  election  to  a  Federal, 
State,  or  local  elective  public  office  in  a  primary,  general,  or  special 
election.  A  qualified  campaign  committee  must  be  operated  exclusively 
for  the  purpose  of  influencing  (or  attempting  to  influence)  the  nomina- 
tion or'election  of  one  or  more  individuals  who  are  candidates  for 
nomination  or  election  to  any  Federal,  State,  or  local  elective  public 
office.  The  term  national  political  party  means  a  political  partv  pre- 
senting candidates  or  electors  for  the  offices  of  President  and  Vice 
President  on  the  official  election  ballot  of  ten  or  more  States  (for 
contributions  made  during  a  taxable  year  in  which  the  electors  are 
chosen) .  or  in  the  case  of  contributions  made  during  any  other  tax- 
able year,  a  political  party  which  met  these  qualifications  in  the  last 
preceding  election  of  a  President  and  Vice  President  of  the  United 

States. 

The  credit  or  deduction  is  to  be  allowed  only  if  the  political  con- 
tributions are  verified  in  such  manner  as  are  prescribed  by  regulations. 
The  allowance  of  the  credit  or  deduction  apply  to  payments  of  political 
contributions  made  after  December  31,  1971,  and  for  taxable  years 
ending  after  that  date. 

The  decrease  in  tax  liability  from  the  allowance  of  the  credit  or 
deduction  is  estimated  to  be  $100  million  for  calendar  year  1972  and 
$25  million  for  calendar  year  1973. 

I.  Financing  of  Presidential  Election  Campaigns 

(Sees.  801  and  802  of  the  Act  and  sees.  6096,  9001-9013,  and  9021  of 

the  code) 
In  1966,  Congress  enacted  the  Presidential  Election  Campaign  Fund 
Act  (in  P.L.  89-809)  for  financing  presidential  political  campaigns. 
This  Act  provided  for  each  taxpayer  to  designate  or  check  off  on  his 
Federal  income  tax  return  if  he  wanted  $1  of  his  tax  set  aside  for  a 
political  contribution.  The  total  amount  raised  in  this  manner  was  t^ 
be  divided  equally  between  the  two  major  political  parties.  In  1967, 
however  Congress  amended  this  provision  by  suspending  its  opera- 
tion until  adoption  of  legislative  guidelines.  These  legislative  guide- 
lines were  not  enacted  prior  to  the  Eevenue  Act  of  1971. 
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There  has  been  much  concern  with  the  possible  ramifications  of  the 
manner  in  which  national  political  campaigns  are  presently  financed 
and  soaring  campaign  costs  have  recently  intensified  this  concern.^ 
Dependence  on  wealthy  contributors  for  the  bulk  of  needed  funds 
tends  to  leave  candidates  of  modest  means  encumbered  with  stronger 
debts  of  loyalty  to  the  wealthy  few  than  to  the  voting  public.  It  is 
felt  that  an  alternative  source  of  financing  political  campaigns  must 
he  developed  to  remove  the  cause  of  much  of  the  improper  influence  in 
Government.  Political  parties  and  their  presidential  candidates  should 
be  assured  that  they  need  not  rely  on  the  large  contributions  of  rela- 
tively few  wealthy  contributors  to  meet  the  heavy  financial  demands 
of  political  campaigns.  Instead,  a  system  of  campaign  financing  should 
be  adopted  in  which  the  President  will  be  obligated  equally  to  every 
taxpayer  and  to  every  voter. 

The  Act  provides  a  system  of  public  financing  as  an  alternative  way 
of  financing  the  general  election  campaigns  of  presidential  and  vice- 
presidential  candidates.  The  candidates  of  each  major  party  will  be 
entitled  to  public  financing  in  an  amount  equal  to  15  cents  multiplied 
by  the  number  of  residents  in  the  United  States  who  are  age  18  years 
old  or  older  as  of  the  first  day  of  June  of  the  year  preceding  the  presi- 
dential election.  (A  major  party  for  this  purpose  is  a  party  which  in 
the  preceding  presidential  election  received  25  percent  or  more  of  the 
total  number  of  popular  votes  received  by  all  candidates  for  President 
in  that  election.)  A  minor  party  would  be  eligible  to  receive  that  per- 
centage of  the  entitlement  of  a  major  party  which  the  minor  party  vote 
in  the  preceding  presidential  election  is  of  the  average  vote  received  by 
the  two  major  parties  in  that  election.  (A  minor  party  for  this  pur- 
pose is  one  that  received  more  than  5  percent  but  less  than  25  percent 
of  the  popular  vote  in  the  preceding  presidential  election.) 

The  Act  also  provides  that  a  new  party  may  share  in  public  financing 
after  the  election  if  it  obtains  more  than  5  percent  of  the  popular  vote 
in  the  election.  The  new  party  will  receive  that  percentage  of  the  en- 
titlement of  a  major  party  which  the  new  party's  vote  in  the  current 
election  is  of  the  average  raimber  of  popular  votes  received  in  that 
election  by  the  major  parties.  Under  this  same  provision,  a  minor  party 
can  increase  its  basic  entitlement  if  its  proportion  of  votes  in  the  cur- 
rent election  exceeds  its  proportion  of  votes  in  the  preceding  presi- 
dential election. 

Public  financing  is  provided  by  a  so-called  check-off  system,  starting 
with  income  tax  returns  for  the  calendar  year  1972.  Under  this  sys- 
tem, an  individual  can  designate  that  $1  of  his  tax  liability  be  set  aside 
in  a  special  account  in  the  Presidential  Election  Campaign  Fund  for 
the  candidates  of  a  political  party  specified  by  the  taxpayer.  Alterna- 


1  The  reasons  presented  here  are  adapted  from  the  reasons  given  In  the  Senate  Finance 
Committee  report  on  the  legislation  passed  In  1966  (Report  No.  1707,  H.R.  13103).  Because 
this  provision  was  added  during  the  Senate  debate  In  1971  there  were  no  reasons  Included 
In  the  report  at  that  time  for  this  legislation. 
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tively,  the  taxpayer  can  direct  that  the  $1  will  be  set  aside  in  a  non- 
partisan general  account  in  the  fund.  In  the  case  of  a  joint  return 
having  a  tax  liability  of  $2  or  more,  each  spouse  may  designate  that 
$1  is  to  be  paid  into  an  account. 

The  size  of  the  fund  will  thus  be  determined  by  the  voluntary  acts 
of  individual  taxpayers,  each  of  whom  will  have  the  opportunity  to 
make  a  financial  contribution  of  similar  size.  If  no  designation  is 
made,  nothing  will  be  set  aside  in  any  accomit  as  a  result  of  the  filing 
of  the  tax  return.  The  payments  into  the  fund  will  be  made  only  as 
provided  by  appropriation  acts,  in  amounts  not  in  excess  of  the 
amounts  checked  off  on  tax  returns. 

If  the  candidates  of  a  political  party  elect  public  financing,  pay- 
ments to  the  candidates  may  be  made  only  out  of  the  special  account 
designated  for  that  party.  The  Act  provides  for  transfer  of  moneys  in 
the  fund  from  the  non-partisan  general  account  to  the  separate  ac- 
counts of  the  political  parties  on  the  60th  day  before  the  election,  based 
upon  the  entitlement  at  that  time  of  the  major  parties  and  the  minor 
parties.  At  that  time,  however,  not  more  than  80  percent  of  the  moneys 
in  the  general  account  may  be  allocated  to  the  special  accounts  of  the 
parties. 

Moreover,  no  amount,  may  be  transferred  to  a  special  account  which 
would  bring  the  funds  in  that  account  above  the  entitlement  of  the  can- 
didates to  which  the  account  relates.  If  the  funds  in  any  separate  ac- 
count are  insufficient  at  the  end  of  the  expenditure  report  period  (30 
days  after  the  election)  to  satisfy  any  unpaid  entitlement  of  the 
eligible  candidates  to  which  the  account  relates,  the  balance  in  the 
general  account  (i.e.,  the  20  percent  plus  any  other  amounts  not  dis- 
tributed 60  days  before  the  election  are  to  be  transferred  to  the  sep- 
arate accounts  in  accordance  with  the  popular  votes  received  by  the 
parties  in  the  current  election. 

If  a  major  party  elects  public  financing,  it  cannot  spend  on  the 
general  campaign  more  than  its  entitlement  (15  cents  times  the  num- 
ber of  the  residents  of  the  United  States  who  are  18  years  old  or  older 
in  the  ]:> receding  year)  ;  and  it  cannot  accept  contributions  for  the 
general  campaign  if  there  is  sufficient  money  in  its  special  account  to 
pay  its  full  entitlement.  If  there  is  a  deficiency  in  the  account,  con- 
tributions can  be  accepted  but  only  to  the  extent  of  this  deficiency. 

A  minor  party  or  a  new  party  can  accept  contributions  from  pri- 
vate sources,  but  it  m.ust  agree  that  it  vvill  not  spend  more  in  the  gen- 
eral campaign  than  the  amount  of  the  entitlement  of  a  major  party, 
and  that  it  will  return  campaign  contributions  to  the  extent  they 
exceed  the  campaign  expenses  not  covered  by  public  financing. 

Public  financing  provides  funds  for  expenditures  related  to  the 
campaign  period  (and  establishes  limits  on  total  expenditures  for  this 
period)  beginning  vrith  the  date  on  which  the  first  major  party  nomi- 
nates its  candidate  for  President  and  ending  on  the  date  30  days  after 
the  election.  The  Comptroller  General  is  to  certify  the  amount  payable 


131 

out  of  the  accounts  to  the  eligible  candidates  (candidates  who  elect 
public  financing) . 

Candidates  for  President  and  Vice  President  (whether  or  not  they 
have  elected  public  financing)  are  required  to  furnish  the  Comp- 
troller General,  from  time  to  time  during  the  general  campaign,  with 
a  statement  of  the  amount  spent — and  proposed  to  be  spent — on  the 
campaign.  The  Comptroller  General  is  required  to  publish  in  the 
Federal  Register  a  summary  of  these  expenses.  These  expenditure 
reports  include  the  amounts  spent  by  committees  authorized  or  recog- 
nized by  candidates  whether  or  not  eligible  candidates. 

The  eligible  candidates  are  to  file  with  the  Comptroller  General  a 
list  of  committees  who  are  authorized  to  spend  money  on  their  behalf. 
It  is  unlawful  for  any  committee  which  is  not  an  authorized  commit- 
tee, to  spend  more  than  $1,000  during  the  general  campaign  on  behalf 
of  the  candidacy  ,of  the  eligible  candidates  of  a  party.  The  prohibition 
against  expenditures  in  excess  of  $1,000  by  organizations  which  are 
not  authorized  committees  does  not  apply  to  broadcasting  organiza- 
tions or  newspapers  (or  other  periodicals)  in  reporting  the  news  or 
editorial  opinions,  or  to  tax-exempt  organizations  reporting  to  their 
members  the  views  of  the  organization  with  respect  to  presidential 
candidates. 

Criminal  penalties  are  provided  for  willful  violations  constituting 
prohibited  transactions. 

The  Act  also  adds  a  provision  to  allow  the  Comptroller  General  or 
other  interested  parties  to  bring  court  actions  in  order  to  implement 
or  construe  the  new  provisions.  For  this  purpose  the  Comptroller 
General  is  authorized  to  employ  his  own  legal  counsel.  Because  these 
provisions  will  have  a  direct  and  immediate  effect  on  the  actions  of  in- 
dividuals, organizations,  and  political  parties  with  respect  to  the 
financing  of  campaigns  for  the  offices  of  President  and  Vice  Presi- 
dent of  the  United  States,  these  individuals,  organizations,  and  polit- 
ical parties  must  know  whether  major  and  minor  parties  may  expect 
to  receive  financing  under  the  provisions  of  this  title  or  whether  po- 
litical parties  and  others  should  continue  to  solicit,  and  individuals, 
organizations,  and  others  should  continue  to  make,  contributions  to 
provide  this  financing.  Accordingly,  the  Act  provides  for  expeditious 
disposition  of  legal  proceedings  brought  with  respect  to  these  pro- 
visions. The  agreement  provides  for  actions  involving  these  provisions 
to  be  brought  before  a  three- judge  district  court,  to  be  expeditiously 
tried,  and  for  appeals  from  decisions  of  that  court  to  go  directly  to  the 
Supreme  Court. 

A  Presidential  Election  Campaign  Fund  Advisory  Board  is  created 
to  assist  the  Comptroller  General  in  performing  his  duties.  The  Board 
is  to  be  composed  of  the  Majority  Leader  and  the  Minority  Leader 
of  the  Senate  and  the  Speaker  and  Minority  Leader  of  the  House  of 
Representatives  (who  will  serve  ex  officio),  two  members  representing 
each  political  party  which  is  a  major  party,  and  three  members  rep- 
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resenting  the  general  public.  The  members  of  the  Board  representing 
the  major  political  parties  and  the  general  public  will  serve  4-year 
terms  ending  60  days  after  the  date  of  each  presidential  election.  Both 
members  will  be  compensated  at  the  rate  of  $75  a  day  for  each  day  they 
serve  and  will  receive  travel  expenses  and  a  per  diem  in  lieu  of  sub- 
sistence (at  rates  authorized  for  persons  in  intermittent  Government 
service)  when  engaged  in  work  away  from  their  home  or  regular  places 
of  business. 

The  Act  provides  that  the  provision  takes  effect  on  January  1, 1973, 
so  that  the  first  election  to  which  it  will  apply  will  be  the  1976  presi- 
dential election.  This  means  that  the  check-off  system  commences  with 
income  tax  returns  filed  for  the  calendar  year  1972. 
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V.  STATISTICAL  APPENDIX 


TABLE  l.-ESTi MATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ELIMINATING  THE  PHASEOUT 
FROM  THE  1971  MINIMUM  STANDARD  DEDUCTION  i  AND  INCREASING  THE  1971  EXEMPTION  FROM  $650  TO 
$675,  1971  INCOME  LEVELS-BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

Number  of 

returns 

Number  cf 

returns 

shifting  to 

Decrease 

returns 

made 

standard 

in  tax 

benefiting 

nontaxable 

deduction 

liability 

(thousands) 

(thousands) 

(thousands) 

(millions) 

5,  555 

170 

20 

$56 

9, 460 

95 

230 

227 

9, 154 

58 

701 

310 

13,316 

2 

317 

223 

15,  084 

276 

6,334  . 

135 

4,014 

116 

398  . 

20 

99  - 

5 

63,415 

325 

1,268 

1,368 

$0to$3 

$3  to  $5 

$5  to  $7 

$7  to  $10 

$10  to  $15.... 
$15  to  $20... . 
$20  to  $50.... 
$50  to  $100— 
$100  and  over 

Total.. 


1  Under  prior  law  the  minimum  standard  deduction  for  1971  was  $1,050  "phased  out"  by  reducing  the  additional  allow- 
ance (difference  between  the  1989  minimum  standard  deduction  and  $1,050)  by  $1  for  every  $15  of  adjusted  gross  income 
in  excess  of  the  1971  nontaxablelevel;theRevenue  Act  of  1371  eliminated  the  phaseout  thus  making  the  minimum  standard 
deduction  a  flat  $1,050. 

Note:  Details  may  not  add  to  totals  because  of  rounding. 

FABLE  2— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ELIMINATING  THE  PHASEOUT 
FROM  THE  1971  MINIMUM  STANDARD  DEDUCTION,' 1971  INCOME  LEVELS— BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

Number  of  of  returns 

returns  made 

benefiting      nontaxable  ^ 

(thousands)       (thousands) 


Number  of 

returns 

shifting  to 

Decrease 

standard 

in  tax 

deduction 

liability 

(thousands) 

(millions) 

20 

$33 

230 

160 

701 

217 

317 

33 

$0to  $3_ 

$3  to  $5 

$5  to  $7 

$7  to  $10 

$10  to  $15 

$15  to  $20 

$20  to  $50 

$50  to  $100.... 
$100  and  over. 

Total.. - 


5,407 
7,622 
6,166 
2,814 


22, 008 


1,258 


443 


1  Under  prior  law  the  minimum  standard  deduction  for  1971  was  $1,050  "phased  out"  by  reducing  the  additional  allow- 
ance (difference  between  the  1969  minimum  standard  deduction  and  $1 ,050)  by  $1  for  ever  $15  of  adjusted  gross  income  in- 
excess  of  the  1971  nontaxable  level. 

2  A  small  but  indeterminate  number  of  returns  are  rendered  nontaxable  by  this  provision. 


Note:  Details  may  not  add  to  totals  because  of  rounding. 

(133) 
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TABLE  3.— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-173),  INCREASING  THE  1971 
EXEMPTION  FROM  $850  TO  IS75,  1971  INCOME  LEVELS-BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

returns 

benefiting 

(thousands) 

Number  of 

of  returns 

made 

nontaxable 

(thousands) 

Number  of 

returns 

shifting  to 

standard 

deduction 

(thousands) 

Decrease 

in  tax 

liability 

(millions) 

5,555 
9,460 
9,154 

170  . 
95  _ 
58  . 
2  . 

$23 
67 
94 

13,316 
15,084  . 

190 
275 

6,334  . 

135 

4,014  . 

116 

398  . 
99  . 

20 
5 

63,415 

325  . 

925 

JO  to  $3    . 

$3  to  $5_.. 
$5  to  $7 

$7  to  $10 

$10  to  $I5_.. 
$15  to  $20 
$20  to  $50.... 
$50  to  $100__. 
$100  and  over. 

Total.. 


Note:  Details  may  not  add  to  totals  because  of  rounding. 

TABLE4.— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ADVANCING  1973'S  15  PERCENT 
STANDARD  DEDUCTION  AND  $750  EXEMPTION  TO  19721  AND  INCREASING  THE  MINIMUM  STANDARD  DEDUC- 
TION FROM  $i,000  TO  $1,300,  1971  INCOME  LEVELS— BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

returns 

benefiting 

(thousands) 

Number  of 

of  returns 

made 

nontaxable 

(thousands) 

Number  of 

returns 

shifting  to 

standard 

deduction 

(thousands) 

Decrease 

in  tax 

liabiiity 

(millions) 

5,531 
9.273 
9, 069 
13,318 

1,774 
691 
269 

44 

141 
577 
1,000 
916 
657 

$225 
487 
526 
608 

15,084  . 

689 

6,334  . 
4,014  . 

267 
'     231 

398 

39 

89  _ 

11 

63, 117 

2,777 

3,291 

3,083 

$0  to  $3. 
$3  to  $5... 
$5  to  $7.. 
$7  to  $10... 
$10  to  $15._ 
$15  to  $20_. 
$20  to  $50. 
$50  to  $100 
$100  and  ov 

Total 


I  Thus  changing  1972's  $700  exemption  to  $750  and  1972's  14  percent  standard  deduction  (with  $2,000  ceiling)  to  15 
percent  (with  $2,000  ceiling). 

Note:  Details  rnay  not  add  to  totals  because  of  rounding. 

TABLE  5.— ESTI^IATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ADVANCING  1973'S  15  PERCENT 
STANDARD  DEDUCTION  AND  $750  EXEMPTION  TO  1972,i  1971  INCOME  LEVELS— BY  ADJUSTED  GROSS  INCOME 
CLASS 


i 


Adjusted  gross  income  class  (thousands) 


$0  to  $3 

$3  to  $5 

$5  to  $7 

$7  to  $10._.. 
$10  to  $15... 
$15  to  $20... 
$20  to  $50... 
$50  to  $100.. 
$100  and  ove 

Total. 


Number  of 

Number  of 

returns 

Number  of 

raturns 

shifting  to 

Decrease 

returns 

made 

standard 

in  lax 

benefiting 

nontaxable 

deduction 

liability 

(thousands) 

(thousands) 

(thousands) 

(millions) 

5,  531 

274  . 

$45 

9,273 

325  . 

129 

9,059 

201  . 

187 

13,  316 

44 

470 

493 

15,084  . 

657 

689 

6,334 

267 

4,014 

231 

398  . 

39 

99  . 

11 

63,117 

844 

1,127 

2,091 

1  Thus  changing  1972's  $700  exemption  to  $750  and  1972's  14  percent  standard  deduction  (with  $2,000  ceiling)  to  15  per- 
cent (with  $2,000  ceiling). 


Note:  Details  may  not  add  to  totals  because  of  rounding. 
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TABLE  6— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ADVANCING  1973'S  15  PERCENT 
STANDARD  DEDUCTION  TO  1972  i,  1971  INCOME  LEVELS— BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

returns 

benefiting 

(thousands) 


Number  of 

returns 

made 

nontaxable 

(thousands) 


Number  of 

returns 

shifting  to 

standard 

deduction 

(thousands) 


Decrease 

in  tax 

liability 

(millions) 


$0to$3 

$3  to  $5 

$5  to  $7 

$7  to  $10 

$10  to  $15 

$15  to  $20 

$20  to  $50 

$50  to  $100.... 
$100  and  over. 


446 
1,239 
7,657 
6,808 


470 
657 


Total. 


16,151 


1,127 


$3 


123 
146 


279 


1  Thus  changing  1972's  14  percent  standard  deduction  (with  $2,000  ceiling)  to  15  percent  (with  $2,000  ceiling). 
Note:  Details  may  not  add  to  totals  because  of  rounding. 


TABLE  7.- 


-ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  ADVANCING  1973'S  $750 
EXEMPTION  TO  1972  i,  1971  INCOME  LEVELS— BY  ADJUSTED  GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Numbei 

rnf 

Number  of 

retu 

rns 

Number  of 

of  returns 

shifting  to 

Decrease 

returns 

made 

stand 

ard 

in  tax 

benefiting 

nontaxable 

daduc! 

icn 

liability 

(thousands) 

(thousands) 

(thousan 

ds) 

(millions) 

5,531 

274  . 

$44 

9,273 

325  . 

126 

9, 0S9 

201  . 

179 

13.316 

44  . 

370 

15,084  . 

543 

6,334  . 

267 

4,014 

231 

398  _ 

39 

99  . 

11 

63,117 

844  . 

1,811 

$0  to  $3 

$3  to  $5 

$5  to  $7 

$7  to  $10 

$10  to  $15,,. 
$15  to  $20... 
$20  to  $50... 
$50  to  $100.. 
$100  and  over 

Total.. 


'Thus  changing  the  exemption  in  1972  from  $700  to  $750. 
Note:  Details  may  not  add  to  totals  because  of  rounding. 

TABLE  8.— ESTIMATED  EFFECT  OF  THE  REVENUE  ACT  OF  1971  (PUBLIC  LAW  92-178),  INCREASING  THE  MINIMUM 
STANDARD  DEDUCTION  TO  $1,300,  FOR  CALENDAR  1972  AND  THEREAFTER,!  1971  INCOME  LEVELS— BY  ADJUSTED 
GROSS  INCOME  CLASS 


Adjusted  gross  income  class  (thousands) 


Number  of 

returns 

benefiting 


Number  of 

of  returns 

made 

nontaxable 


Number  of 

returns 

shifting  to 

standard 

deduction 


(thousands)       (thousands)       (thousands) 


Decrease 

in  tax 

liability 

(millions) 


$0  to  $3. 

$3  to  $5 

$5  to  $7 

$7  to  $10 

$10  to  $15 

$15  to  $20 

$20  to  $50 

$50  to  $100... 
$100  and  over. 

Total... 


5,174 
7,770 
6,878 
5,132 


1,500 
366 


24, 954 


1,933 


141 

577 

1,000 


2,164 


358 
339 
115 


992 


I  Thus  increasing  the  minimum  standard  deduction  in  1972  and  thereafter  from  $1,000  to  $1,300. 
Note:  Details  may  not  add  to  totals  because  of  rounding. 
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